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It is an honor indeed to have the privilege of delivering an 
address before the Pennsylvania accountants, and I can assure 
you that this honor is fully appreciated. The topic assigned to 
me is most comprehensive and to attempt an elucidation of 
annuity calculations before a body of professional men who are 
experts in the work is no small task. The close relation of annui- 
ties to business problems and especially to investments, bond 
discount and sinking funds justifies our giving this subject some 
serious discussion. Indeed, if the certified public accountant is 
not familiar with annuity calculations, to whom shall the business 
man look for advice or assistance when matters of this sort come 
up for solution? Evidently too little attention has been given 
in this country to the study of annuities, while in England and 
Canada they are not infrequently included in the examinations 
for intermediate and final candidates. 

For convenience, I have divided this paper into two parts: 
(1) Annuities, and (2) Bond Discount. Your attention is first 
directed to the consideration of annuities: 


PART 1—ANNUITIES 


Annuities are particularly interesting because of their adapta- 
bility to many of the matters coming up in the accountant’s 
daily practice; and yet I am prompted to say that in theory and 
application annuities and professional accountants are none too 
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cordial in their relations. Problems involving annuities comprise 
simply the application of the principles of compound interest, 
which are or should be familiar to every high school boy. In the 
illustrations which follow I shall attempt to show adaptations of 
compound interest to annuities, also the solving of problems by 
ordinary arithmetical calculations. Any person with a knowl- 
edge of algebra and the use of logarithms can solve with little 
difficulty any problem which I shall give; but the trouble is that 
not all accountants, for some reason or another, are able to use 
algebra in the solution of problems. I am safe in saying, how- 
ever, that all are familiar with the compound interest tables, the 
annuity tables and the bond tables. It is evident, then, that 
any one with a working knowledge of the compound interest 
table can solve with a little practice the annuity questions which 
usually come up in his regular work. The agency which lies at 
our very door and which we make least use of is after all espe- 
cially serviceable to the professional practitioner. 


DEFINITIONS : 

Before beginning the discussion let us familiarize ourselves 
with a few of the terms peculiar to annuity calculations, and then 
look for a few minutes into the theory of compound interest. 
Annuity. An annuity is a payment of a definite sum of money 

annually or at regularly recurring intervals, as half-yearly, 
quarterly, etc. 

An annuity certain, or certain annuity, is one which begins and 
ends at fixed times. 

A perpetual annuity, or perpetuity, is one which continues per- 
manently, forever. 

An annuity in possession, or immediate annuity, is one that be- 
gins immediately. 

A deferred annuity, or annuity in reversion, is one that begins 
at some future time which may be at some specified time or 
at the occasion of some event. 

Annuity in reversion. Same as above. 

An annuity in arrears, or forborne, is one on which payments 
were not made when due. 


It is my intention to illustrate with examples, only a few of 
the most generally used of these annuities; but before doing so, 
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it may be of interest to consider for a moment the theory of 
compound interest, since a knowledge thereof is necessary in all 
annuity calculations. The principles of compound interest govern 
all questions of this sort. The person, therefore, who would 
master this subject should review with care both simple and 
compound interest, present worth and true discount, progression, 
powers and roots. If he has a knowledge of logarithms so much 
the better, but for practical purposes this is not a necessity. A 
knowledge of algebra would also be of great assistance, but this 
is not compulsory. 


Example 1—Compound Interest 
What will $1.00 amount to in 6 years if compounded 
annually at 5 per cent? 
Answer—The answer ($1.34009564) may be obtained from 
the compound interest table, or by working out the following 
formula : 


$1.05° = $1.34009564 
The principal invested = $1.00 

The interest earned = 84009564 
The compound amount = $1.34009564 


By an inspection of the above illustration we see that the 
compound interest on $1.00 for 6 years at 5 per cent amounts to 
84009564. If we consider what causes an investment of $1.00 
at 5 per cent per annum to amount to $1.34009564 in 6 years, we 
shall see that it is the regular annual addition of 5 cents to the 
original $1.00. In other words, it is the addition of an annuity 
of 5 cents which in turn increases at the rate of 5 per cent per 
annum. Suppose for example the original $1.00 to have been 
left in one bank for the entire period of 6 years, and the annual 
interest of 5 cents withdrawn as soon as it became due and 
deposited at the same rate per cent in a savings bank. 

It is clear that at the end of 6 years we shall have just the 
original $1.00 in the first named bank and 34 cents in the other 
—or to be exact, .34009564 cents. This amount in the savings 
bank is simply the result of an annuity of 5 cents per annum paid 
into it for a period of 6 years. Therefore .34009564 is the value 
at maturity of a 5-cent annuity; that is, the final value of an 
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annuity of 5 cents for 6 years at 5 per cent. Therefore from 
this result the final value of an annuity of one cent, $1.00, or any 
other sum may be readily found. To find the value of an annuity 
of one cent, divide the above result by 5, and to get the value of 
100 cents, or $1.00, multiply the result of 1 cent by 100, as per 
the following formula: 


Final value of an annuity of 5 cents for 6 years = .34009564 


Final value of an annuity of 1 cent for 6 years = .34009564 
5 
Final value of an annuity of 100 cents for 6 years = .34009564 x 100 = 
5 6.8019128 
(To simplify the above expression, use 34009564 = 68019128) 


05 


We see that an annuity of $1.00 for 6 years at 5 per cent 
amounts to $6.8019128, which can be verified by reference to the 
annuity table. The final value of an annuity of any given amount 
for the same time and rate can be easily determined by multi- 
plying it by this result. 

At this point it may be in order to state this simple process, 
and the other plans, in the following rules: 


Rule—To find the final value of an annuity of $1.00 for a given 
rate, use any of the following methods: 

(1) Refer to the annuity table in the given rate column 
on the line corresponding to the given number of 
years. 

(2) Find the compound interest on $1.00 for the given 
time at the given rate from the compound interest 
table, or by calculation ; then multiply this result by 
100 and divide by the given rate. 

(3) Determine by calculation or from the annuity tables 
the final value separately of each given annuity of 
$1.00, for the given number of years, and add the 
results together—on this basis the above would be 
expressed by determining and adding together the 
compound amount of $1.00 for 5, 4, 3, 2, 1, and 
0 years. 


It is apparent that the person with a thorough grasp of the 
principles underlying annuity calculations can make the best of 
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matters in any and all circumstances. This is borne out in the 
example which follows: 


DETERMINING THE AMOUNT OF AN ANNUITY 


The manner of determining the final value of a given annuity 
by each of the three different methods suggested above will now 
be illustrated. 


Example 2—What is the final value of an annuity of $500 for 
four years at 5 per cent compound interest? 


Answer—Compound interest is always used in annuity calcu- 
lations and on the assumption that money is reinvested imme- 
diately at each interest date. In this example the interest is 
compounded annually. We see that $500 is to be put out at 
interest each year and compounded at 5%. The instalments, 
therefore, will amount to $2,000, and on payment of the final 
instalment the end will have been accomplished so that the final 
payment will not draw interest. The annuity payments will draw 
interest as follows: 


Instalment No. 1 will draw compound interest for 3 years 
Instalment No. 2 will draw compound interest for 2 years 
Instalment No. 3 will draw compound interest for 1 year 
Instalment No. 4 will draw compound interest for 0 year 


Following out the above rules, the three solutions are as follows: 


(1) Solution from annuity table: 
Amount of annuity of $1 for 4 years 


at 5% = $4.310125 
Amount of annuity of $500 for 4 
years at 5% = 4.310125 « 500 


The resultant answer is $2,155.06 
(2) Solution from compound interest table: 
Amount of $1 at compound interest for 4 


years at 5% = $1.21550625 

The compound interest for 4 years at 5% = .21550625 
21550625 

Then a $4.310125, the final value of $1 annuity 


Then $4.310125 K 500 = $2,155.06, the answer. 
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(3) Solution by calculation: 
(a) Formula to determine value of annuity of $1 


Amount of $1 compounded for 3 years (1.05)* = $1.157625 

Amount of $1 compounded for 2 years (1.05)? = 1.102500 
Amount of $1 compounded for 1 year (1.05)*= 1.050000 " 

Amount of $1 compounded for 0 year (1.00) = 1.000000 
a Amount of $1 annuity for 4 years = $4.310125 ;. 
fae. Then $4.310125 X 500 = $2,155.06, the answer. 


(b) The calculations may be made clearer by a further analysis 
of each instalment and its accumulation of interest, as 


Final 
Annuity Interest amount. 
4 annuity payment................ $500 
af Compound interest on same for 3 years. $78.81 $578.81 
Second annuity payment............... 500 
Compound interest on same for 2 years. 51.25 551.25 
Third annuity payment................ 500 
Compound interest on same for 1 year. . 25.00 525.00 
Fourth annuity payment............... 500 
Answer—Final value of all annuities. $2,000 $155.06 $2,155.06 | 


: Algebraic formula | 
"ah Giving expression to it in algebraic terms we have the follow- 
ing formula: 

Let r equal the rate of interest 

Let t equal the time or number of periods 

Let 1 equal annuity of $1 


Then 

(1 plus a 1 = the answer, giving the following equation: 

(1 plus .05)*—1 _ 21550625 j 
“= = po =$4.310125, amount of $1 annuity 


Then $4.310125 & 500 = $2,155.06, the answer. 
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(1.05)*— 1% (1.21850625) — 1% 
05 05 
— 500 X = $2,155.06 


Then 500 


It is manifest that the greater part of the work consists in 
solving (1.05)*, which may be done in any of three ways: 


1—By actual multiplying 
2—By reference to a table of powers 
3—By logarithms 


SUNDRY EXAMPLES AND SOLUTIONS 


For further elucidation of this principle let us express the 
formulas for two examples of different kinds: 


Example 3—A man pays $150 yearly for 15 years for an endow- 
ment policy of $2,500. Find the accumulated value 
of payments if money is worth 6 per cent. 

Answer—150 X (1.06)*® —1 
06 = $3,491.40 
This answer can be proven by reference to the annuity tables. 
Example 4—Find the amount of an annuity of $400 for 3 years, 
_ reckoning interest at 4 per cent compounded semi- 
annually. 
Answer—The 4% compounded semi-annually is equal to an 

effective annual rate of 4.04%. 

Thus (1.02)? — 1 = 4.04%, the effective rate. 
Then 400 X (1.0404)? —1 
0404 = $1,249.13, answer. 


The result of (1.02)* is the same as (1.0404) 


Example 5—Find the amount accumulated at the end of 15 years 
by a person who deposits in a bank at the beginning 
of each year the sum of $200, the bank paying 4% 
interest, compounded half-yearly. 

Note—Since the deposits are made at the beginning of the year, 
the first deposit bears interest for 15 years—not 14 years, 
as a 15-year annuity shows. The solution may therefore 
be as for a 15-year annuity, and to the result we add the 
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compound interest on $1 for 15 years, which is left out 

in the reckoning of the annuity as ordinarily done. The 

semi-annual rate of 2% is equivalent to 4.04% per annum. 
(1.0404) = $1.81136 


(1.0404) —1 
200 & (1.0404)** —1 ]= $4,178.91, the answer. 


.0404 


HOW TO DETERMINE ANNUITY WHEN AMOUNT, TIME AND RATE 
ARE GIVEN 


We have already illustrated the application of compound in- 
terest to annuity calculations and the manner of determining 
results as applied to simple problems. 

Given the annual payment, the time and the rate, we have 
found the amount or final value. Let us now go a step further, 
but still making use of the formula already learned for deducing 
the rule for our second line of problems. We shall now take up 
the manner of determining the annual payments required to 
satisfy a given debt when the time and rate are given. This 
principle is particularly serviceable in arriving at the amount of 
sinking fund instalments required to meet a given bond issue, 
mortgage, lease or other obligation. 

By referring to our basic formula we see that the 
(1 plus r)‘—1 

r 

If by this process the final value of several annuities can be 
determined it is manifest that by reversing the process it is pos- 
sible to work backward from the amount to the annuity payments 
themselves. To find the annuity then proceed as follows: 


Amount or final value of an annuity = Annuity < 


1 plus r)*—1 
Amount + Gp ~ ) = Annuity. 
Since in dividing by a fraction the divisor is inverted, we 


then have 


r Ar 
(1&r)‘'—1 & r)—1 


Amount X =Annuity 

It will be seen that by the formula we divide the final amount 
by the result of an annuity of one dollar. We then have the 
following 
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Rule—Divide the amount due at maturity by the amount of an 
annuity of $1 for the given time at the given rate, and 
the quotient will be the annuity required. 


The manner of handling this class of problems is shown in the 
following examples: 
Example 6—What sum of money deposited at the end of each 
year for the next ten years will amount to $800, 
money being worth 5%? 
Answer—Briefly stated by the above formula: 
800 X .05 40 
(1.05)"—1 ~ 1.62889—1 ~ .62889 


The principle involved is fully analyzed under the following 
problem : 

Example 7—On January 1, 1915, a railroad company issued 
$5,000,000 of 5% sinking fund bonds payable in 
twenty years, interest coupons payable semi-annu- 
ally. Assuming that the annual instalments must be 
equal in amount and that they will draw interest 
compounded at 4%, what sum must be set aside at 
the end of each year to meet the debt? 


Answer—Omit the consideration of commissions or under- 
writing expenses and direct attention to the solution of the prob- 
lem. It will be seen that $250,000 must be raised each year for 
coupon payments in addition to the sinking fund instalment; but 
this interest payment will not affect the annuity instalment in any 
way. As the interest coupons mature, they are paid and the 
amount charged to bond interest account, which in turn is closed 
into profit and loss account. 

In twenty years the railroad company will have to pay 
$5,000,000, and during that time must set aside at the end of 
each year a definite sum to remain at compound interest until 
the maturity of the bonds. It will be seen that the first instal- 
ment or annuity will draw interest at 4% compounded for 19 
years, the second for 18 years, the third for 17 years, and so on, 
until the last instalment is paid, which will be at the date of 
maturity of the bonds and therefore will not draw any interest. 
+ In determining the required annuities, $1 must be taken as 


Annuity = =$63.60, Ans. 
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the base; then determine the final value of an annuity of $1 for 
2 years at 4 per cent, and divide this result into the $5,000,000. 
This can be obtained in any one of three ways, as follows: 


(1) By consulting the annuity tables 
(2) By carrying out the formula described in the above rule 
(3) By ordinary calculation 


Each of these plans of solving the question will now be illustrated. 


Plan 1—(a) From the amount of an annuity table get the final 
value of annuity for the 20 years at 4%, which is 
seen to be $29.77807858 ; this amount divided into 
$5,000,000 gives the required answer. 

$5,000,000 


us $29.77897858 = $167,908.75, the answer. 


If the $29,77807858 is the result of a known annuity of $1, then 
$5,000,000 is the result of an annuity which is as many times 
greater than $1 as $29.77807858 is contained in $5,000.000. 


(b) From the sinking fund table it can also be obtained. 
This table shows what amount deposited at the end 
of each year will amount to $1. In this case it is 
$.03358175 determined thus: 


$1.00 
29.77807858 
Then $5,000,000  .03358175% = $167,908.75. Answer. 


= .03358175 


Plan 2—Under this plan determine the amount of $1 at com- 
pound interest for 20 years at 4%, which is found to 
be $2.19112314; then deduct the $1 principal and divide 
the remainder by .04 obtaining the result of an annuity 
of $1 for 20 years at 4%, as follows: 


$2,19112314 — $1 = 1.19112314 ~ .04 = $29.77807858 


(1.04)2°—1 
Or annuity = 04 = 29.77807858 
€ 5577807858 — $167,908.75, the required instalment. 
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This amount set at the end of each year will equal the matur- 
ing debt and can be proven by actual calculation. 


Plan 3—Separately compute the final value of $1 at compound 
interest for from 1 to 19 years; add them and the final 
annuity which draws no interest to get the final value. 
This will give $29.77807858, from which we proceed as 
shown in the two preceding plans. 


DETERMINING PRESENT VALUE OF AN ANNUITY 


In the preceding examples we have seen how to obtain 
final values and annuities. With these principles in mind 
we can readily solve the problems which follow, namely, de- 
termining the present value of given annuities providing the 
necessary data are given. It is manifest that the present worth 
in any case, whether covering annuities or otherwise, if multiplied 
by the compound amount of $1 for the time should produce the 
final amount. Therefore 


Present worth (1 & & 


Dividing both sides by (1 & r)‘ we have 


(1 & r)* (1 &r)*—1 


Or present worth = (Ges) 


Example 8—A company agreed to pay $1,600 a year for five 
years. What sum paid now would be equivalent to . 
this annuity, money being worth 4% per annum 
payable yearly? 


Answer—In answering this question let us first focus both 
principal and interest to a given date, the date of maturity of 
the last annuity, and then find the present worth of these two 
results. Since the principles have already been set forth we may 
proceed without further explanation. The problem may be solved 
in any of the following ways: 


(1) By reference to the annuity tables. 
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(2) By the formula given above, using the compound 
interest table as a basis. 
(3) By actual calculation of each annuity separately. 


These methods are illustrated briefly in the following ex- 
planations : 


Plan 1—Multiply the annuity by the present worth of $1 annuity 
given in the 4% column of the table showing the present 
worth of annuity for 5 years ; thus 


$4.45182233 = Present worth of $1 annuity for 5 years at 4% 
Then $4.45182233 x $1,600 = $7,122.92, answer. 


Plan 2—To get the present worth of $1 annuity, divide the final 
value of $1 annuity for 5 years at 4% by the amount of 
$1 compounded for the same time at the same rate, as 
follows: 


Amount of $1 compounded for 
5 years at 4% = $1.2166529 


Amount of $1 annuity for 5 
2166529 


5.4163225 


years at 4% = 


Then the present worth 5.4163225 
of $1 annuity = — 94-451822 


Then $4.451822 1,600 = $7,122.92, answer. 
Or 


Formula :—$1,600 « (1.05)*—1 


04 ) + (1.05)* = $7,122.92 

Or final value of $1,600 annuity = $8,666.12 
Present worth of $1.2166529 = $1 

8,666.12 

~~ 1.2166529 


Present worth of $8,666.12 = $7,122.92 


Plan 3—We shall now illustrate by actual calculation the two 
methods of determining the present worth of each an- 
nuity separately. 
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(a) Separately find the present worth of each annuity of 
$1,600 and interest on same for the time involved, as 
follows: 


Amount of $1,600 for 0 years = $1,600.00 
Amount of $1,600 for 1 year = 1,664.00 
Amount of $1,600 for 2 years = 1,730.56 
Amount of $1,600 for 3 years = 1,799.78 
Amount of $1,600 for 4 years= 1,871.77 


Amount of all annuities = $8,666.12 


Now get the present worth of this amount due 5 years hence. 
We see that future worth is a little over 121% of the present 
worth. 


8,666.12 


$7,193. 
1.2166529 


1,600 (1.04)? 
1,600 X (1.04)? 
1,600 X (1.04)* | + (1.04)* = $7,122.92 
1,600 X (1.04)* 
1,600 X (1.04)° | 


(b) Separately find the present worth of each annuity of 
$1,600 for the time involved, as follows: 


1,600 


Present worth of $1,600 due in 1 year = {1.042 91,538.46 
1,600 

Present worth of $1,600 due in 2 years = i.04)? 1,479.29 
1,600 

Present worth of $1,600 due in 3 years = “(1.04y8 1,422.39 
1,600 

Present worth of $1,600 due in 4 years = “Ti.04y* 1,367.69 
1,600 


Present worth of $1,600 due in 5 years = Tin 1,315.08 


Present worth of all annuities $7,122.91 
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Example 9—What is the present value of an annuity of $154 for 
19 years at 5% nag interest ? 


Answer—Present worth = 5 = (1- 


= $3,080 4— 
2.52695 
= $3,080 (1— .39573) = $1,861.15 


Example 10—A suburban town borrowed $20,000 for street im- 
provements and agreed to pay 5% compound in- 
terest on the debt for the entire time. What sum 
must be set aside each year as a sinking fund to 
pay the amount of principal and interest at the 
end of 12 years? 


Answer—Our first concern is to know how much will be due 
on the date of maturity comprising the $20,000 and compound 
interest thereon for 12 years. After this is obtained we simply 
continue as in the preceding example: 


20,000 X (1.05)** = The amount, $35,917.12 


(1.05) 22 — 
05 


The required answer then is $2,256.58. 


. = $2,256.58, the annuity 


Then 35,917.12 + 


DEBT PAID BY EQUAL ANNUAL INSTALMENTS 


The example which follows shows the manner of discharging 
a given debt within a given period by equal instalments of both 
principal and interest. Under this plan each instalment contains 
interest on all of the bonds then outstanding and part of the 
principal itself, being one of the bonds or a portion of the debt. 
The first year’s payment will obviously be largely interest and 
very little principal, the second less interest and more principal, 
and so on, during the entire currency of the debt. Each year the 
interest decreases and principal increases until the final year, 
which is mostly principal and very little interest. This is an 
annoying plan of paying debts, since the average investor is not 
able to compute the instalments, and yet it is one that has been 
more or less popular in England and Canada. This kind of 
problem is quite difficult, and yet I will show that it can be solved 
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by use of the ordinary compound interest tables and without the 
annuity tables or algebra. 


Example 11—A municipality borrowed $40,000 at 5% interest 
for local improvements to be repaid in 15 years by 
equal annual instalments including principal and 
interest. What is the amount of the annual pay- 
ment? Show the respective amounts paid for 
principal and interest for the first three years. 

Answer—The same amount must be appropriated each year 
for 15 years. In other words, what equal annual payment is 
equivalent to $40,000 invested at 5%, or what annuity can be 
bought for $40,000 when money is worth 5% per annum? The 
annuity tables may be readily adapted to the solution of the prob- 
lem, or else the compound interest table itself. The solution may 
be expressed in the following formula: 


Compound amount of $1 = (1.05)** = $2.078928 
Compound amount of $40,000 = 2.078928 40,000 = $83,157.12 


15 
Amount of $1 annuity = ae = $21.57856 
83,057.12 
Answer = 2157856 = $3,853.69 


Aggregate amount of bonds = $40,000. Interest accrued on 
above at end of first year = $2,000. 


The annual payment is $3,853.69. This includes the first bond 
and $2,000 for interest on the entire bond issue; deduct the 
$2,000 from $3,853.69 and we have the amount of the first bond, 
$1,853.69. 
$40,000 — $1,853.69 = $38,146.31, aggregate of the remaining 
bonds, which will draw interest for the second year. 

$38,146.31 XK .05 = $1,907.32 = interest accrued at end of second 
year. 

$3,853.69 = sum of second bond and the interest coupon of 
$1,907.32. 

Deduct $1,907.32 from $3,853.69 and we have the second bond = 
$1,946.37. 

$38,146.31 — $1,946.37 = $36,199.94, aggregate of remaining 
bonds. 
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The same process may be continued from year to year in 
determining what part of the annual instalments belong to prin- 
cipal and what part to interest. It will be noted, however, that 
each succeeding year the interest is reduced while the payment on 
principal is increased. 

To illustrate more graphically the working of the annuity 
bond and the distribution of the annual instalment up to the 
fourth year, the following table is given: 


$40,000 instalment mortgage 
First mortgage, 5%, payable 15 annual instalments 
Equal annual payments, $3,853.69 


Annual Remaining 

Year instalment Interest Principal principal 
1 $3,853.69 $2,000.00 $1,853.69 $38,146.31 
2 3,853.69 1,907.32 1,946.37 36,199.94 
3 3,853.69 1,810.00 2,043.69 34,156.25 
a 3,853.69 1,707.81 2,145.88 32,010.37 


Problem from Pennsylvania C. P. A. Examination 


An interesting annuity problem from the Pennsylvania ex- 
amination of 1912 is shown below, with solution. 


Example 12—“A manufacturer owes $100,000 on his plant at 5% 
per annum, due at the end of five years from date. 
He secures an agreement, however, to pay the debt 
in equal annual instalments which will include 
principal and interest. What amount is he required 

to pay each year?” 
Answer—Without further explanation of the principles in- 


volved, we shall pass at once to the solution by use of the com- 
pound interest table. Thus 


(1.05) * = $1.27628156 compound amount of $1 for time 
Then $1.27628156 & $100,000 = amount of principal and interest 
for time, $127,628.156 
1.27628156 — 1 
05 


= 5.52563125, amount of annuity 


Then $127,628.156 — 5.52563125 = $23,097.48, answer. 
420 
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Another rule—Determine the final value of an annuity of $1 
for the given time at the given rate, then divide this result by 
the amount of $1 compounded for the given time at the given 
rate; the resultant amount is the present worth of an annuity of 
$1 for the given time and rate. Divide this present worth into 
the given sum to get the required answer. Its application is as 
follows: 


5.52563125 
127628156 — °4-32947667, the present worth of $1 annuity 
$100,000 _ 

439947667 the annuity required. 

The answer, then, is $23,097.48, the annual payment required. 
The analysis of amounts is shown in the following table: ° 


Table of Equal Annual Instalments 
Principal, $100,000 payable in 5 years at 5% 


Annual Remaining 
Year instalment Interest Principal principal 
1 $ 23,097.48  $ 5,000.00 §$ 18,097.48 $81,902.52 


23,097.48 4,095.13 19,002.35 62,900.17 
23,097.48 3,145.01 19,952.47 42,947.70 
23,097.48 2,147.38 20,950.10 21,997.60 
23,097.48 1,099.88 21,997.60 nil 


or 


$115,487.40 $15,487.40 $100,000.00 


Bond Values and Income 
A discussion of bond values, discount and premium, and 
amortization is contained in section 2 of this paper. 


Another Question in Annuities 

The problem given below appeared in THe JouRNAL oF Ac- 
COUNTANCY in March, 1910 (Vol. 9, page 346), to which an 
extended algebraic solution was given by Mr. L. L. Perrine. In 
order to show that an arithmetical solution would be easier and 
shorter, the following solutions by Messrs. Greenwood and Ross 
were contributed to THE JourNAL of June, 1910 (Vol. 10, page 
137). 
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Briefly stated, the problem is as follows: “A company on 
January 1, 1911, contemplates the purchase of the equity in a 
contract which will yield a net income of $100,000 semi-annually 
for a period of ten years. From the income received the com- 
pany desires to pay 3 per cent semi-annually on its investment, 
and to set aside the balance in a sinking fund which, invested 
at 3 per cent per annum compounded semi-annually, will produce 
the amount of the original investment. What are the amounts 
of the semi-annual sinking fund and of the original invest- 
ment ?” 


Solution by G. W. Greenwood, M. A.: 


“On January 1, 1911, William Smith will enter upon a con- 
tract whereby he will receive $100,000.00 net income semi- 
annually above all expenses of whatever nature for 10 years 
thereafter, up to and including December 31, 1920, the income 
being receivable on June 30th and December 31st of each year. 

“The Jones Manufacturing Company contemplates the pur- 
chase of Smith’s equity in this contract. It is evident that what- 
ever value this equity may have on January 1, 1911, it will be 
worth nothing on December 31, 1920, as the contract will expire 
on that date. Consequently the Jones Manufacturing Company 
must set aside a sinking fund to provide depreciation of the asset 
acquired. The company proposes to pay 6% annual dividends 
on the amount of its investment in the equity referred to, payable 
semi-annually on June 30th and December 31st. These dividends 
are to be paid out of the $100,000 income to be received semi- 
annually, and the balance to be set aside as a sinking fund and 
invested at 3% interest, compounded semi-annually, in order that 
the accumulation of this sinking fund at December 31, 1920, 
may equal the amount of the original investment. The problem 
is to determine the amounts of the semi-annual sinking fund and 
of the original investment.” 

“Assume that the annual sinking fund is $10,000. These 
twenty amounts, which amount to the original investment, form 
a geometrical series whose sum, according to a rule in arith- 
metic, is 
10,000 (1.01520—1) _ 10,000 X .346855007 __ 

= O16 = $231,236.671. 
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(In applying logarithms, the author either overlooked or 
ignored the error introduced by multiplying by 20. The 
result, given to seven decimal places, is correct only to 
five places.) 


“Now, the amount received by the Jones Manufacturing Com- 
pany in this assumed case must be 3% of the original investment 
plus the sinking fund, or $16,937.10. 

“Now, the amount received semi-annually by the Jones Manu- 
facturing Company, in the assumed case, $16,937.10, and the 
amount invested, $231,236.671, form, with the amount received 
in the case stated, $100,000.00, three terms of a proportion from 
which we find that the amount invested should be $1,365,267.20, 
with a possible error of five cents one way or the other, on account 
of not carrying the calculation far enough.” 


Solution by T. Edward Ross, C. P. A.: 

By referring to tables we find that $1.00 invested at the end 
of each six months at 3 per cent per annum, compounded semi- 
annually, will amount at the end of ten years to $23.1236671. 
For each $1.00 placed in the sinking fund the semi-annual divi- 
dend would require 3 per cent of $23.1236671, or $.69371. The 
amount to be placed semi-annually in the sinking fund would be 


sear of $100,000.00, or $59,041.99. The price to be paid in 


purchase of the contract would be 23.1236671 59,041.99, or 
$1,365,267.32 plus. 


Solution by Use of Compound Interest Table 


My solution, using the compound interest table as a basis, is 
given below with added explanations in the hope of making it 
clearly understood : 

The income is fixed at $100,000 semi-annually for 10 years. 
The aggregate income will amount to $2,000,000. Out of this 
income must be provided a dividend of 6 per cent on the amount 
invested, after which the remainder is put out at compound in- 
terest in order to provide a sinking fund to replace said invest- 
ment when the income ceases. 

The final value of the sinking fund invested semi-annually at 
3% per annum will equal the debt, on which the dividend of 6% 
per annum is to be taken semi-annually. 
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First take $1 as the sinking fund instalment and get its final 
(1.015)2°—1 
015 


Compound amount of $1 for 2 years at .015% = 1.34685501 


Amount of $1 annuity for 20 years at .015% = aaa re 


= $23.123667333 


Then $23.123667333 = amount of sinking fund, and repre- 
sents also the amount invested. Then 3% of $23.123667333 is 
the semi-annual dividend = .69371, to be taken out of income. 

Out of every $1.69371 of income received $1.00 is set aside 
for sinking fund purposes and .69371 paid out in dividends. By 
using these proportions it is an easy matter to determine what 
part of the entire $100,000 of income should be set aside for the 
sinking fund and what part for dividends. Or take it this way— 
on the basis of each $1 of income the proportions would be 
.5904198 for sinking fund and .4095802 for dividends, and it is 
apparent that the total income must be divided in the same 
proportions. 

The sinking fund being the remaining income after paying 
dividends, it is manifest that we have computed the 3% on the 
balance of each $1 of income and not on the $1 itself ; so that each 
$1 received would be 169.371% of the sinking fund proportion. 
Then the $100,000 semi-annual income is 169.371% of the sink- 
ing fund payment. In other words, each sinking fund instalment is 


100,000 
169.371 of the income. 


Then $100,000 + 169.371% = $59,041.98, the sinking fund 
instalment each period. 

Therefore, if the final value of $1 annuity is $23.123667333, 
then the final value of an annuity of $59,041.98 = 23.123667333 x 
59,041.98 = $1,365,267.10.* 

Purchase price then = $1,365,267.10 
Sinking fund instalments = 59,041.98 
Dividend each period = 40,958.02 


Total income instalment = $100,000.00 
(To be concluded) 


, or thus: 


value for 20 periods at .015 (14%)% = 


*(The cents differ from other answers by using 98 cents instead of 99 cents in the sinking 
fund instalments). 
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Bonus Capital Stock and Bonds* 
By Wituiam P. Hirton, C. P. A. 


In presenting this paper to you, the idea is not so much to 
bring to your attention a subject with which no doubt all of you 
have had to contend in some of its component parts, as it is to 
consider collectively both bonus capital stock and bonus bonds 
issued under a general first mortgage, which appeared in an 
actual engagement and for the treatment of which, as a whole, 
no accounting authority was found. 

It was an engagement in which the accountant’s opinions were 
directly at variance with those of an exceptionally able corpora- 
tion attorney, whose connection with several large corporations 
attests his ability. In this case he represented the principal stock- 
holder of the company, who owned a majority of both the capital 
stock and bonds, and naturally with such large holdings and the 
desire to have the marketable or collateral value of same as high 
as possible, the contention that the $1,250,000.00 free stock and 
bonds should be added to the plant values can be appreciated, 
even if deprecated from an accounting viewpoint. 

Before the report was accepted it was necessary to attend 
several conferences, with such authoritative accounting works as 
were available, and offset the arguments of a brilliant legal mind 
as well as the opinions of a capable financier. 

The Hidora Peanut Company, incorporated in Maryland and 
operating in Virginia, was reasonably successful and a worthy 
competitor of Bunch and Spanish, who practically otherwise con- 
trolled the market. 

Mr. Bunch owned some of the capital stock of the Hidora 
Peanut Company, but was powerless as a minority stockholder. 
He, therefore, proposed that they enlarge their activities by in- 
corporating under the laws of Delaware, the following plan to 
be the basis: 


The Delaware company proposes to the Maryland company to take 
over and have conveyed to it by the Maryland company all of the real 
and personal property, franchises, contracts, easements, rights and other 
property of every description of the Maryland company, and to assume 
and discharge of the indebtedness, secured and unsecured, of the 
Maryland company, for the following considerations and upon the follow- 
ing terms, that is to say: 


* An address delivered at the tri-state meeting of the Delaware, Maryland and 
Virginia societies of certified public accountants, re, April 14, 1915. 
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1. The Delaware company is to issue its fully paid and non-assessable 
stock, and its six per cent. (6%) gold bonds, dated January 1, 1912, pay- 
able thirty (30) years after date, and secured as hereinafter provided 
(which said bonds, on the retirement, as hereinafter provided, of the first 
and second mortgage bonds heretofore issued by the Maryland company, 
whose name has been changed to Delaware company, will become first 
lien upon all of the property, real and personal, rights, contracts, ease- 
ments, and other property of every description now owned by the Mary- 
land company), in such amount as to provide for the taking up and 
oe of the outstanding securities of the Maryland company, as 
ollows: 

(a) Each holder of the now outstanding stock of the Maryland com- 
pany is to receive $125.00, face value, of fully paid and non-assessable 
stock of the Delaware company, and $125.00, face value, of the aforesaid 
bonds of the Delaware company, for each $100.00, face value, of the stock 
of the Maryland company now held by him. 

(b) Each holder of the now outstanding first mortgage bonds of the 
Maryland company is to receive $100.00, face value, of its fully paid and 
non-assessable stock of the Delaware company, and $100.00, face value, 
of the aforesaid bonds of the Delaware company, for each $100.00, face 
value, of the first mortgage bonds of the Maryland company held by him. 

(c) Each holder of the second mortgage bonds of the Maryland 
company is to receive $100.00, face value, of the fully paid and non- 
assessable stock of the Delaware company, and $100.00, face value, of the 
aforesaid bonds of the Delaware company for each $100.00, face value, 
of the second mortgage bonds of the Maryland company held by him, and 
delivered to the depository hereinafter named Fag! to the first day of 
July, 1912; but this time may be extended by the Delaware company at 
its uncontrolled discretion. 

(2) Should any holder of the first or second mortgage bonds of the 
Maryland company demand the payment thereof in cash instead of the 
stock and bonds as hereinabove provided for, the Delaware company is to 
pay the said bonds in cash as demanded. 

(3) The Delaware ag? oy Ay also to make provision for the issuance 
forthwith of not less than $400,000.00, face value, nor more than $500,000.00, 
face value, of its fully paid and non-assessable stock, and the samc 
amount, face value, of its aforesaid six per cent (6% _ bonds and 
to procure the negotiation thereof, at the price of $100.00 each ior each 
$100.00 of stock and $100.00 of bonds, the funds arising from which said 
sale shall be applied to the extension and enlargement of the business and 
facilities of the Delaware company. 

(4) The Delaware com x4 shall be organized with an authorized 
—— capital stock of $1,300,000.00, which shall be issued and used 
as follows: 


To be delivered to the depository hereinafter named, in 
exchange for the capital stock of the Maryland company, at 


To be delivered to said depository for the redemption of the 

first mortgage bonds of the Maryland company............ 250,000.00 
To be delivered to said depository for the redemption of the 

second mortgage bonds of the Maryland company........ 152,500.00 


To be held in its treasury for the future purposes of the com- 

pany, including especially the raising of the maximum sum 
of $500,000.00 for the immediate needs of the company.... 522,500.00 
$1,300,000.00 


And the said company, upon the conveyance to it by the Maryland 
company of all its property, real and personal, rights, privileges, contracts, 
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easements, and all other property of every description, shall likewise make 
its certain indenture or deed of trust to the Anchor Banking and Trust 
Company, trustee, conveying all said property, real and personal, rights, 
en contracts, easements, and other property, uired from the 
said Maryland company, in trust to secure an issue of $2,500,000.00, face 
value, of its six per cent. (6%) gold bonds, dated January 1, 1912, and 
— thirty years (30) after date, which said bonds are to be used as 
ollows: 
To be delivered to the depository hereinafter named in ex- 

change for the capital stock of the Maryland company at the 


To be delivered to said depository for the redemption of the 

first mortgage bonds of the a oy company........ .- 250,000.00 
To be delivered to said depository for the redemption of th 


second mortgage bonds of the Maryland company........ | 152,500.00 
To be held in its treasury for the future purposes of the com- 

pany, including especially the raising of the maximum sum 

of 000.00 for the immediate needs of the company.... 1,722,500.00 


The form of the securities to be issued by the Delaware company shall 
be such as may be approved by counsel for the Maryland company. 

(5) In order to facilitate the exchange of securities and Property as 
hereinabove provided, the Anchor Banking and Trust Company of Su ve 
Virginia, has consented to act as depository. The deed of the Marylan 
company conveying to the Delaware company all of its property, real 
and personal, rig contracts, easements, and 
other pro shall lodged with the said depository to be delivered 
by it to the Delaware company as soon as the Delaware company shall 
have delivered to the said depository, as above provided, $777,500.00 of its 
fully paid and non-assessable stock, and a like amount of its aforesaid 
bonds, secured as above stated, or tempor stock and certificates and 
interim bonds, either or both, representing the said securities. Pending 
the complete and final consummation of the transfer and of the exchange 
of securities as hereinabove provided for, the depository may deliver to 
the stockholders and bondholders of the Maryland nanny temporary 
certificates of beneficial interest in the securities of the Delaware company 
in such form as may be approved by counsel for the Maryland company 
and for the depository. , 

(6) The board of directors of the Maryland company is to be author- 
ized to make and agree to such minor modifications of or amendments to 
this plan as may be necessary or desirable in order to carry out its pur- 
poses; provided that no such amendment or modifications shall be made 
which shall in any wise reduce the amount of the securities herein agreed 
to be delivered to the stockholders and bondholders of the Maryland 
company in exchange for the securities of that company held by them. 


The sale to the Delaware company was authorized at a meet- 
ing of the stockholders of the Maryland company held June 20, 
1912. At June 30, 1912, the nearest closing of the books, the 
balance sheet of the Maryland company stated: 

Fixed assets............ $985,000.00 
First mortgage bonds....... 250,000.00 
Second mortgage bonds..... 152,500.00 
Capital stock—fully paid..... 296,500.00 
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It is not necessary, for the purposes of this paper, to state 
the liabilities in detail. Briefly, the current assets (book values) 
exceeded the current liabilities by $9,700.00, and to all practical 
purposes this class of accounts can be eliminated from the argu- 
ment dealing with the question of what was the real purchase 
price paid by the Delaware company for the plant of the Mary- 
land company. 

The books of the old company were continued as those of 
the new, suitable accounts being raised to cover the issue of 
new capital stock and bonds and the retirement of the old. 

The surplus of the old company was carried forward intact 
and increased or decreased during the succeeding years to the 
extent of whatever gains or losses were realized. It can be 
stated that this procedure was conceded to be contrary to the 
facts and also to the generally established accounting principle 
that under ordinary conditions any corporation taking over the 
assets and liabilities of another cannot thereby acquire a surplus. 
In this case, if new books had been opened, there would have 
appeared on the debit side plant values increased by bonus paid, 
$444,750.00, and on the credit side a surplus of $295,000.00; and 
later a debit item of premium, $879,375.00. 

Other than this explanation, the surplus is eliminated from 
further consideration in the present argument. 

Assuming that under the requirements of the deed from the 
Maryland company to the Delaware company reading: 


Now, therefore, this deed witnesseth that in consideration of the 
remises and the sum of one dollar ($1.00) to the party of the first part 
y the party of the second part, receipt whereof is hereby acknowledged, 

and for other good and valuable considerations, the party of the first 
part does hereby grant, bargain, sell, convey, assign, transfer and set 
over unto the said party of the second part, its successors and assigns, 
the following described real estate and personal property, with all appur- 
tenances, improvements, machinery, fixtures and appliances, constructed 
and to be constructed thereon, to wit, 


there was to all intents and purposes a direct sale, then the fully 
paid stock of the Delaware company to the amount of $777,000.00 
and likewise first mortgage bonds to the same amount, which 
were placed in the hands of the depository as a medium for 
consummating the transfer from the Maryland to the Delaware 
company, must be divided into two groups: 
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First—The stock and bonds concerned in the purchase of the 

property of the Maryland company. 

Second—The stock and bonds concerned in the exchange of 
the first and second mortgage bonds of the Mary- 
land company into the first mortgage bonds of the 
Delaware company. 


In taking over the Maryland company the agreement to sell 
must necessarily have come from its stockholders, and to effect 
the purchase it was apparently necessary to offer them stock at 
$125.00 and bonds in the Delaware company to the same amount. 
Therefore, we have the following, taking the original capital 
stock, $296,500.00, as the basis: 


25% of $296,500.00 in capital stock.............. $ 74,125.00 
First mortgage bonds equivalent to the original 
capital stock, plus the extra 25%...........45. 370,625.00 


Total or consideration in addition to book values 
paid by the Delaware company to obtain the plant 
and business of the Maryland company........ $444,750.00 


All the proceedings in connection with the purchase of the old 
company were explicitly set forth in the minutes of both com- 
panies as well as in the report to the Delaware corporation com- 
mission. Those concerned in the new company no doubt had 
the legal right to drive whatever trade they could with the old 
company, and while as a matter of fact they paid a premium of 
$149,750.00 when paying $444,750.00 for an equity or surplus of 
$295,000.00, yet on the other hand they undoubtedly were within 
their rights in paying such premium to the old company. 

If, in the analysis of fixed assets—which should support the 
same item on the balance sheet—or on the balance sheet itself, 
the $444,750.00 is stated separately as “extra consideration” or 
“premium paid for plant” no fraud would be committed either 
against creditors or the purchasers of the capital stock or bonds 
of the company. 

As previously stated in the agreement, the bondholders of the 
old company received a bonus of $402,500.00 in the capital stock 
of the new company, as follows: 
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Bonds of new Capital stock of new 


company company 

Old first mortgage....... $250,000.00 $250,000.00 
Old second mortgage....... 152,500.00 152,500.00 
$402,500.00 $402,500.00 


That amount most assuredly should be carried as a bonus or 
suspense item, until absorbed by the surplus, as the giving of this 
stock was in the nature of a premium or extension and was not 
a legitimate consideration in the purchase of the old company. 
The first and second mortgage bondholders were to all intents 
and purposes adequately secured in the assets of the Maryland 
corporation and neither by reason of the $444,750.00 extra con- 
sideration given the stockholders of the old company nor the 
$402,500.00 above could their security be increased by adding 
such items to the apparent physical value of the plant as shown 
by the books. 

In addition to the $402,500.00, above, $476,875.00 of capital 
stock was issued as a bonus with the sale of an equal amount of 
the first mortgage bonds. 

The result of the entire transaction was $879,375.00 of bonus 
stock issued, which represents nothing more than “water” or 
free stock. 

In the case of the plant there has been a considerable enhance- 
ment of value, so much in fact as to cover on appraisement the 
$444,750.00 extra consideration ; but in the case of the $879,375.00 
the company has a debit item on its balance sheet of which it 
will be difficult to get rid. 

As stated at the beginning of this article, the value of the 
stock or bonds either for sale or collateral is considerably depre- 
ciated by the “premium” item and we can therefore sympathize 
with the large stockholder who would like to see it removed. 

In presenting the accountant’s view the following authorities 
were quoted: 


Arthur L. Dickinson, C. P. A.: 

Under no ordinary circumstances is it eovvect to treat discount on 
bond issues as a charge to capital. It does not represent any property; 
for it is clearly incorrect to consider that the cost in cash of a piece of 
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property varies according to the credit of the purchaser or constructor. 
Hence, where any such discounts have been charged to capital assets, it 
is essential for a proper understanding of the balance sheet that this fact 
should be clearly set forth. In effect, in corporation finance such dis- 
counts are frequently included in capital expenditure, as are many other 
fictitious items which represent either a sanguine estimate of future gains, 
or more “water”; and this is done by the fiction of the sale of the prop- 
erty to a new company at a largely inflated value, for a price including 
the par value of the bonded debt; the intermediaries in this sale then 
selling the bonds at the market price. This principle has been extended 
also to cases of reorganization effected without any sale of assets, where 
the discounts on. bonds, as well as bonuses of capital stock issued to facili- 
tate the completion of the reorganization, have all been capitalized. These 
exceptions must not be taken as a justification for a similar treatment in 
ordinary cases of financing; and, in fact, there is no real justification for 
their adoption in any case, beyond that of expediency. The whole system 
has led in the past to many and serious abuses, and the more strict super- 
vision of capital issues which is now being extended over certain classes 
of corporations will tend to put a stop to it in all cases. The objection 
to charging discount on bond issues to capital account must not, however, 
be held to include such a charge of the annual instalment of discount for 
the period of construction during which interest also is charged to capital 
account. The rate of interest chargeable to capital should be the actual 
cost of the money, i.e., the effective rate, and any approximation to this 
rate obtained by including that proportion of the discount which belongs 
to the period would be a permissible charge to capital. 


Robert H. Montgomery, C. P. A.: 


In most states capital stock cannot be issued for a consideration less 
than its par value. Our lax laws, however, permit almost any kind and 
quantity of tangible or intangible property to be solemnly valued at any 
conceivable sum, and while an auditor is not supposed to certify to any- 
thing which he knows is not true, yet we have not yet reached the point 
where an auditor is justified in volunteering an opinion that capital stock 
issued in payment for property acquired is not full paid because in his 
opinion the property is not worth the amount of stock at par issued there- 
for. Of course, in a special investigation, an auditor may be asked to 
investigate points of this kind, but in an ordinary audit where stock has 
been issued for property, and the records are in satisfactory shape, the 
auditor is not called upon to challenge the good faith of the directors. 


Lawrence R. Dicksee, F. C. A.: 

(Edited by R. H. Montgomery). 

Where the bonds are issued for construction purposes, it is usual to 
capitalize the entire discount on the theory that it really represents actual 
additional cost of property, for which the proceeds of the bond sale may 
be used. In the case of subsequent issues, however, the same theory 
cannot apply; the present custom of issuing bonds at a considerable dis- 
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count, and at a low rate of interest, is in reality paying interest in advance, 
and it is contended by many accountants that the discount should be 
written off in annual instalments. It is a well known fact that a large 
number of corporations simply capitalize the entire discount, and make 
no pretense of writing it off. Under such circumstances an auditor must 
weigh the facts very carefully before giving his unqualified certificate 
to a profit and loss account in which the interest account is obviously 
less than the financial condition of the company in question warrants. 
If it has advisedly issued a four per cent bond on a six per cent basis, 
why should the revenue account not show this state of affairs? Certainly, 
if the par of the company’s credit were six per cent and the bonds bore 
six per cent interest and were issued at par, no one would question the 
propriety of charging the entire six per cent against revenue annually. 
In view of recent decisions of the courts, it is a grave question as to 
whether they would uphold the custom of capitalizing the discount, and 
if the question at issue happened to be the liability of directors for the 
payment of dividends out of capital the chances would probably be very 
much against the directors. 


The last legal decision available seems to be that of the su- 
preme court uf the United States in the case of Handley vs. Stutz 
(U. S. Reports No. 139). The main points in this decision, 
while somewhat lengthy, are worth quoting in full, but the sug- 
gestion is offered that one should read the entire case as recorded. 


Handley vs. Stutz, 
United States Reports i39—October Term, 1890. 

The stock of a corporation is supposed to stand in the place of actual 
property of substantial value, and as being a convenient method of repre- 
senting the interest of each stockholder in such property, and to the extent 
to which it fails to represent such value, it is either a deception and fraud 
upon the public or an evidence that the original value of the corporate 
property has become depreciated. The market value of such shares rises 
with an increase in the value of the corporate assets, and falls in case of 
loss or misfortune, whereby the value of such assets is impaired. And the 
increase of value of such stock is taken to represent either an appreciation 
in value of the company’s property beyond the par value of the original 
shares, or so much money paid to the corporation as is represented by 
such shares. If it be once admitted that a corporation may issue stock 
without receiving consideration therefor, and where it does not represent 
actual or substituted value in corporate assets, there is apparently no limit 
to the extent to which the original stock may be “watered,” except the 
caprice of the stockholders. While an agreement that the subscribers or 
holders of stock shall never be called upon to pay for the same may be 
good as against the corporation itself, it has been uniformly held by this 
court not to be binding upon its creditors. 

Somewhat different considerations apply to those who subscribed for 
the bonds of the company, with the understanding that they were to 
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receive an amount of stock equal to the bonds as an additional inducement 
to their subscription. The facts connected with this transaction are sub- 
stantially as follows: 

Some three years after the company was organized, it became apparent 
that the enterprise, as originally contemplated, namely, the mining and 
selling of coal for steam and domestic purposes, was not likely to be a 
success, owing to the inferior character of the product; and the only hope 
of the company lay in the manufacture of the coal into an iron-making 
coke, that is, a coke containing a percentage of sulphur low enough to 
admit of the manufacture of merchantable pig iron. To embark in this, 
however, money was needed, and as the stock of the company was not 
worth more than 50c, on the dollar, it was evident this could not be 
effected simply by the issue of new stock. It was proposed at the meeting 
in March that money should be raised by the issue of $50,000.00 of bonds, 
with which to add the requisite structures to the plant. But it was soon 
evident that the bonds could not be negotiated without the stock, and, 
acting upon the suggestion of a Nashville banker, it was resolved at the 
meeting in May that the stock should be increased 800 shares, 500 of 
which should be turned over to the subscribers to the bonds, as a bonus 
or an additional consideration, The evidence is uncontradicted that the 
bonds could not have been negotiated without the stock; that they were 
both sold as a whole; that the transaction was in good faith, and, con- 
sidering the risk that was taken by the subscribers, the price paid for 
the stock and bonds was fair and reasonable. The directors appear to 
have done all in their power to obtain the best possible terms, and there 
is no imputation of unfair dealings on the part of anyone connected with 
the transaction. At the same time, the mines and property of the com- 
pany were in good condition and the prospects of success were fair. 

The case then resolves itself into the question whether an active cor- 
poration, or, as it is called in some cases, a “going concern,” finding its 
original capital impaired by loss or misfortune, may not, for the purpose 
of recuperating itself and providing new conditions for the successful 
prosecution of its business, issue new stock, put it upon the market and 
sell it for the best price that can be obtained. The question has never 
been directly raised in this court before, and we are not consequently 
embarrassed by any previous decisions on the point. In the Upton cases, 
arising out of the failure of the Great Western Insurance Company; in 
Hatch v, Dana, 101 U. S. 205, and in Hawkins v. Glenn, 131 U. S. 319, the 
defendants were either original subscribers to the increased stock, at a 
price far below its par value, or transferees of such subscribers; and the 
stock was issued, not as in this case to purchase property or raise money 
to add to the plant, and facilitate the operations of the company, but 
simply to increase its original stock in order to carry on a larger business, 
and the stock thus issued was treated as if it formed a part of the original 
capital. In County of Morgan v. Allen, 103 U. S. 498, the same principle 
was applied to a subscription by a county to the capital stock of a rail- 
road company, for which it had issued its bonds, although such bonds had 
been surrendered to the county with the consent of ceztain of its creditors. 
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To say that a corporation may not, under the circumstances above 
indicated, put its stock upon the market and sell it to the highest bidder 
is practically to declare that a corporation can never increase its capital 
by a sale of shares, if the original stock has fallen below par. The whole- 
some doctrine, so many times enforced by the court, that the capital 
stock of an insolvent corporation is a trust fund for the payment of its 
debts, rests upon the idea that the creditors have the right to rely upon 
the fact that the subscribers to such stock have put into the treasury of 
the corporation, in some form, the amount represented by it; but it does 
not follow that every creditor has a right to trace each share of stock 
issued by such corporation, and inquire whether its holder, or the person 
of whom he purchased, has paid its par value for it. It frequently happens 
that corporations as well as individuals find it necessary to increase their 
capital in order to raise money to prosecute their business successfully, 
and one of the most frequent methods resorted to is that of issuing new 
shares of stock and putting them upon the market for the best price 
that can be obtained; and so long as the transaction is bona fide, and not 
a mere cover for “watering” the stock, and the consideration obtained 
represents the actual value of such stock, the courts have shown no dis- 
position to disturb it. Of course, no one would take stock so issued at a 
greater price than the original stock could be purchased for, and hence 
the ability to negotiate the stock and to raise the money must depend upon 
the fact whether the purchaser shall or shall not be called upon to respond 
for its par value. While, as before observed, the precise question has 
never been raised in this court, there are numerous decisions to the effect 
that the general rule that holders of stock, in favor of creditors, must 
respond for its par value is subject to exceptions where the transaction 
is not a mere cover for an illegal increase. 

In Morrow v. Nashville Iron & Steel Co., 87 Tennessee, 262, 275, 276, 
the supreme court of Tennessee held that a contract with a subscriber 
to stock of a corporation, that for every share subscribed he should receive 
bonds to an equal amount, secured by mortgage on the company’s plant, 
is void as against creditors, and also between the subscriber and the 
corporation. But the court drew a distinction between such a case and 
sales of or subscription to stock of an organized and going corporation. 
It said: “The necessities of the business of an organized company might 
demand an increase of capital stock, and if such stock is lawfully issued, 
it may very well be offered upon special terms. In such case, if the market 
price was less than par, it is clear that a purchaser or subscriber for such 
stock at its market value would, in the absence of fraud, be liable only for 
his contract price. So a case might arise where the stock of a going 
concern was much depreciated, and where its bonds were likewise below 
par, and there was lawful authority to issue additional stocks and bonds. 
Now, in such case, the real market value of an equal amount of stock 
and bonds might not exceed, or even equal, the par value of cither. In 


such cases, the question of fraud aside, a purchaser would only be held 
for his contract price.” This case for Tennessee puts as an illustration 


the exact case with which we are now dealing. 
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Chief Justice Fuller, with whom concurred Justice Lamar, 
dissenting : 

I dissent from the conclusion of the court in respect of the stock 
received by the subscribers to the bonds. That stock was not paid for 
in money or money’s worth, or issued in payment of debts due from the 
company, or purchased at sale upon the market. It was a mere bonus, 
thrown in with the bonds as furnishing the inducement to the bond sub- 
scription, of larger control over the corporation, and of possible gain 
without expenditure. Becoming secured creditors through the bonds, the 
subscribers increased their power through the stock. In my view, there 
was no actual payment for the stock, and to treat it as paid up is to 
sanction an arrangement to relieve those who would reap the benefit 
derived from the possession of the stock, in the event of the success, from 
liability for the consequences in the event of the failure of the enterprise. 
When the capital stock of a corporation has become impaired, or the busi- 
ness in which it has engaged has proven so unremunerative as to call for 
a change, creditors at large may well demand that experiments at rehabili- 
tation should not be conducted at their risk. 


In the dissent of Chief Justice Fuller we have in a few words 
what really happened in the reorganization of the Hidora Peanut 
Company. Our before-mentioned friend, Mr. Bunch, purchased 
$300,000.00 of the corporation first bonds, with which he received 
$300,000.00 free capital stock. This, added to his original hold- 
ings in the old company, plus the 25% premium obtained, also 
in capital stock, immediately advanced him to the position of 
majority stockholder. He has not, however, used his power in 
any way, so far as the activities of the company are concerned, 
except for the strengthening of the organization in efficiency of 
operation. 

The fact remains, nevertheless, that the company is over- 
capitalized. As previously stated, throughout continued years 
of prosperity earnings may be realized sufficient to absorb the 
free stock. 

This brings to the front a debatable question as to whether 
or not any dividends can be declared before the free stock is 
entirely absorbed. As in this case the personnel of the stock- 
holders remained the same—although their respective interests 
were affected to a considerable degree and it was admitted that 
the premium paid to the stockholders of the old company in the 
additional 25% of capital stock and bonds in the new company 
was really in lieu of dividends (either “not realized” as to the 
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old company or “anticipated” as to the new)—the answer would 
seem to be No; yet, even in such circumstances (considering the 
Delaware corporation law, and the presumption for the purpose 
of this paper that no restriction obtains under that law) dividends 
could no doubt be legitimately declared, though questionable from 
a conservative accounting standpoint. 

The ultimate disposal of this question in any case rests en- 
tirely on the construction of the laws of the state under which 
the corporation enjoys its charter. 

If the company eventually is unsuccessful and creditors de- 
mand settlement of their accounts, it then becomes problematical 
what claim can be made by the courts on the stockholders found 
holding original free certificates. 

There is a contra thought, which might be advanced for the 
stockholders’ benefit. If all those who were creditors at the time 
of reorganization had their accounts paid in full and subsequent 
creditors failed to ascertain the company’s condition, would any 
one be legally aggrieved and in a position to bring action against 
either the company or its individual stockholders to force pay- 
ment for the free stock? 
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School Accounting and Costs 


By Avuaust Hiker, C. P. A. 
EFFORTS TO BRING ABOUT UNIFORM METHODS 


At a conference of the committee on uniform statistics of the 
department of superintendence of the National Educational Asso- 
ciation, the National Association of School Accounting Officers, 
the United States bureau of the census, and the United States 
bureau of education, a standard form for reporting receipts and 
payments was outlined. This was approved by the department 
of superintendence at its meeting in Mobile, Alabama, on Feb- 
ruary 23, 1911, and finally adopted at its meeting in St. Louis, 
Mo., on February 29, 1912. 

The bureau of the census has a form of report of similar 
character but differing in its classifications, divisions and sum- 
maries. The two reports are not uniform. For example, the 
bureau of education includes all administration under one caption 
of overhead charges, whereas the bureau of the census divides 
administration into business and education. This of itself would 
cause no trouble, but the bureau of census includes in adminis- 
tration the item of general promotion of health (i.e., medical 
inspection, amounting to $18,941.16 in 1913 in Pittsburgh), which 
is excluded from administration in the report of the bureau of 
education, which includes promotion of health under the caption 
“expenses of auxiliary agencies” among the items of school costs. 
Thus any costs per pupil for all expendit::res would be alike in 
both reports, but disagree as to the unit cost of overhead charges. 
If accounting is an exact science, such a thing should not happen. 
This example is one of many found in comparing the two 
reports. 

Almost every state in the Union has its own special form of 
report to the state board of education. As a rule, these do not 
conform with the two United States reports. Pennsylvania for- 
merly had a very antiquated form of report, applicable to country 
schools, but adopted an improved form for the report of 1913 
statistics, which utilizes the best features of the two United 
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States reports, applicable to conditions under the state school 
code of 1911. 

To bring about better conditions through discussions at annual 
conventions, correspondence among members and others, and the 
publication of the results, the National Association of School 
Accounting Officers was organized in Washington, D. C., in 
1910. This association is composed of school officers directly 
responsible for accounting matters in the various cities, and in- 
cludes secretaries, business managers, accountants, auditors and 
statisticians of the various school boards, who “meet annually for 
the purpose of considering matters pertaining to the business 
administration of the public schools, and more particularly to aid 
the bureau of education of the United States interior department 
in bringing about uniformity in methods of computing, arranging 
and presenting school statistics; for, as has been well said, ‘the 
physical and administrative, as well as the financial and statistical 
operations of school systems, have not been given prominence 
until within the last few years.’ ” 

The proceedings of the conventions at Philadelphia in Feb- 
ruary, 1913, and in Memphis in May, 1914, have been published 
and can be obtained from the secretary, William Dick, of the 
board of public education, Philadelphia, Pa. Henry R. M. Cook, 
C.P.A., auditor of the board of education, New York City, 
is president of the association, and Charles P. Mason, secretary 
and treasurer, board of education, St. Louis, Mo., is vice- 
president. 

The National Association of School Accounting Officers is 
doing splendid public work gratis, and it should receive the en- 
couragement and support of the American Association of Public 
Accountants and every member thereof. To quote from a recent 
report on the subject: 

“The National Association of School Accounting Officers has 
sought to enunciate and to disseminate the principles of good 
school administration, as well as the philosophy and practice of 
scientific financial and school accounting. This association con- 
tains among its members representatives of the leading cities 
and of the largest school systems in the United States. Nor is 
the membership of this association limited to the representation 
of large cities, for the same interest is evinced in this important 
movement by the representatives from smaller communities.” 
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UNIFORM METHODS AND REPORTS 


It is an axiom in accounting that a system should meet the 
requirements of and conditions existing in the specific business 
for which it is designed. It follows, then, that it is impossible 
to formulate a uniform system of accounting applicable to all 
businesses, and very difficult even in those of similar character. 
Conditions are very rarely alike. The prime purposes of such 
uniformity are: 

1. To afford comparisons in like terms of one year’s results 
with previous years as a whole or by accounts. 

2. To compare the cost of conducting one plant with another 
in the same district during the same period or with previous 
periods, or the same plant during different periods. 

3. To compare costs in one community with those of another 
by acceptable standard units. 

Such comparisons presuppose a fundamental axiom of mathe- 
matics that comparisons must be in like terms and under like 
conditions, otherwise they are worthless. 

It logically follows then that it is necessary to define the 
premises, namely, the accounts and even the proper charges to 
each account, in order to effect the results sought by uniform 
accounting methods. 

It also follows that in order to make real comparisons of unit 
costs, it is necessary to make them in like terms, which necessi- 
tates defining and adopting the premises, i.e., the divisor and 
the dividend. The resultant, the quotient, is bound to be correct 
if the other two factors are accurate and the division has been 
made correctly. 

In the business of education, broadly speaking, there are cer- 
tain principles of conducting schools applicable to all cities, but 
in the detailed methods and conditions of administration, taxation, 
financing, instruction, operation, maintenance and construction 
there are vast differences, because the requirements of and the 
conditions existing in the various cities are not alike in details, 
but only in broad, general principles. 


CLASSIFICATIONS APPLICABLE TO ALL SCHOOL ACCOUNTING 


At the Philadelphia convention of the association in 1913, 
only the fundamental, principal divisions of expenditures appli- 
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cable to every school district in the United States were adopted, 
namely : 


1. Instruction (educational cost—instruction) 

2. Educational materials and supplies (educational cost— 
physical) 

. Plant (capital cost—physical), site, building, equipment 


4. Maintenance of plant (maintenance—physical) 
. Operation of plant (operation—physical) 


or 


| business—physical and financial control 
education—professional control 

Instruction salaries and educational materials and supplies 
represent the dividends to be used in figuring unit cost, because 
they represent the direct outlay for educating students. All ac- 
countants will agree, I believe, that these accounts are practical, 
applicable to all conditions and communities, large or small, and 
are, therefore, conclusive and final. 

The question arises, however, as to the proper subdivisions 
of these principal accounts and the many and, at times, compli- 
cated individual items chargeable to each. I shall treat of this 
matter more fully later. 

The divisor adopted at this convention was “average at- 
tendance,” the basis used by the United States bureau of the 
census. The reasons are given (pages 16 and 17) in the report 
of the proceedings from which the following is quoted: 

“In the process of determining costs of the ordinary and 
regular activities the most useful factor of measurement is that 
of ‘average attendance.’ This is caused by the reason that, as 
nearly as may be, it represents solid service and shows the cost 
of instruction as applied to one person for a full school period. 
Practically, scientifically and logically, it is the only factor which 
can be universally employed for the purpose of determining per 
capita costs. _All other units of measurement indicate exaggerated 
conditions, or are so variable as to produce only approximate 
results. For instance, ‘register’ may indicate a maximum number 
of children to be provided for, but for purposes of determining 
per capita costs it is inexact, for the reason that it is an over- 
statement of ‘service performed.’ The attendance of those on 
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‘register’ is variable, consequently ‘register’ as a factor would 
produce a unit cost much less than the true or scientific figure. 
Probably the most exact method of establishing costs and cost 
relationships is to reduce school service to an ‘attendance-per- 
hour’ basis which is a refinement of the average attendance basis. 
While local purposes may be sufficiently subserved by production 
of annual per capita costs on the basis of average attendance, 
yet for purposes of comparison with similar activities in other 
school systems, if in such other systems the school service varies 
in volume, as is frequently the case, the computation is faulty. 
An inspection of the United States reports shows that the number 
of school sessions (that is, opportunities for the attendance of 
pupils) varies considerably in different school systems, so that 
what may represent full service in one may represent only 
partial service in another. Unless methods are standardized and 
results equalized, comparison is futile. Of what use is the com- 
parison of per capita costs of the evening schools of one city 
with those of another city, when the number of hours in one 
course is half again as long as in the other? Visions of ex- 
travagance in one case or of parsimony in the other are beheld, 
yet the two costs may be substantially the same when equalized 
on the basis of ‘hourly service’ rendered. It is understandable 
that there might be a legitimate reason and a justifiable demand 
for a long course in one locality, while such a condition might 
not be admissible in another. 


“Notwithstanding, comparative statistics which do not take 
into account these inequalities are frequently shown. Local pride 
in educational matters may be falsely awakened or wrongly 
dampened by reference to such a showing, which, although im- 
perfect, bears upon its face the appearance of truth. Is not this 
condition of itself a plea for the exposition of truth, and nothing 
less than the whole truth? Unless statistics tell the truth in the 
same way, can they be of any practical value? Standardization 
is, of course, the panacea.” : 


COMPARISONS OF UNIT COSTS 


Having now defined the general premises of dividend and 
divisor, and agreeing that the quotient is merely a matter of 
accurate division, let us further consider the subdivisions of the 
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principal accounts composing the dividend. It has already been 
stated that comparisons must be in like terms and under similar 
conditions to be of any value. Herein lies the great difficulty. 
Various plants do not operate under the same conditions of in- 
struction, administration, operation, maintenance, materials and 
supplies used for educational purposes, and there are vast differ- 
ences in types of construction, size and cost of plants. If this 
is true of the comparisons of conditions in one community, it 
is likewise true in comparisons with other communities. But we 
must bear in mind that what we are bound to find is variations 
in costs as a rule and not as an exception. We are comparing 
costs, not conditions, and in order to ascertain the reasons for 
the variations we must study the respective conditions reflected 
by the variations in costs, just as in statistics of efficiency, the 
“constant” represents the ideal 100%, whereas the variable rep- 
resents the relative proportion of efficiency attained in practice. 
Just as it is impossible to maintain 100% efficiency under 
all conditions, so it will be impossible to maintain a level 
“constant” cost per unit in the same plant, or in all plants or in 
all cities. 

The problem, therefore, becomes one of standardization of 
accounts for the purpose of comparing variables and of ascer- 
taining the cause of these variations. Care should be exercised 
in comparing unit costs, based as they are on the quantity of 
service rendered, that the quality of the service is stated in the 
reports of the superintendent and department heads. An in- 
creased cost per unit does not necessarily accompany an increased 
quality or quantity of service rendered, as the increased total cost 
of such service may be less in proportion than the increased 
number of pupils served. At best these comparisons cover the 
cost to the taxpayers of the community for educating the children, 
but not the benefits (or dividends) received by the community. 
How are these to be measured—by future earning power, by 
citizenship, by culture, by enterprise and ambition of the chil- 
dren? What shall be the basis of calculation? 


PURPOSES OF STANDARD ACCOUNTING 


Dr. J. Howard Hutchinson, of the bureau of municipal re- 
search, in his recently published book on School Costs and School 
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Accounting, states at the conclusion that the purposes of standard 
accounting are: 


“1. Original records for all financial transactions within the 
school system. 
2. The accurate accounting for all school property and other 
purposes. 
3. The accurate accounting for all funds appropriated for 
school purposes. 


4. The accurate determination of costs for all forms of edu- 
cation, for each kind of school, for each character of 
expense, and for each object of expense. 


5. True comparisons of costs within the school system for 
the same periods and with previous similar periods. 

6. The detection of efficiency and inefficiency of service 
rendered. 


7. When a sufficient number of cities make use of the system, 
the determination of standard unit costs of education.” 


“That is, such a system of accounting will record continually, 
completely and accurately all the data necessary both to show 
with fullness and exactness and at all times the condition of the 
city’s school finances and also to prove the faithfulness or un- 
faithfulness and the efficiency or inefficiency of public officials 
entrusted by the municipality with property, funds and powers 
for the education of its children.” 


PITTSBURGH CLASSIFICATION OF EXPENDITURES 


Based on the standard accounts adopted by the National Asso- 
ciation of School Accounting Officers and the subdivisions of 
the same as outlined by the bureau of the census, the bureau of 
education, and in conformity with the Pennsylvania department 
of public instruction, Pittsburgh has adopted “classification of 
accounts” (effective January 1, 1913, or two months before the 
Philadelphia convention met, the only changes required being to 
group the individual accounts under the divisions as stated previ- _ 
ously). These accounts give all the necessary information for the 
budget, annual reports for the United States, state of Pennsyl- 
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vania and the public, monthly financial reports to the board of 
public education of the city, and information to departmental 
superintendents and directors, suitable to local conditions. No 
perfection is claimed for the Pittsburgh methods of accounting, 
which are elaborated to suit local requirements, where the present 
consolidated school system has existed only since November, 1911, 
so that it was possible to begin with a “clean sheet,” which was 
done by Lybrand, Ross Bros. and Montgomery at that time and 
continued by the writer since January 1, 1913. The detailed 
accounts shown in the “classification” will not suit conditions in 
all cities in all respects, but with slight modifications, principally of 
expansion or contraction, this can be done. The plan is presented 
for consideration and criticism, as it is the desire of the writer to 
profit by the experiences and advice of other accountants and 
school executives. 


The classification with subdivisions and sub-accounts for ex- 
penditures is as follows (the redivisions of sub-accounts being 
omitted throughout because purely local in application) : 


1. instruction (educational cost-instruction) 


Accounts Sub-accounts 
These accounts are chargeable 
Clerks to principals Panera: 

to individual schools and 
classes of schools (where ap- 
8 plicable) as follows: 


Manual training teachers 


Household economy Elementary day schools 


Secondary “ 


teach 
teachers Normal 
a + Industrial (vocational) day 
Art teachers 
Music teachers a schools 
Physical training and Vacation day schools 
Open-air day schools 


athletic teachers 22 


Continuation day schools 
Swimming teachers 2 
ie Elementary night schools 
School garden teachers 
p Secondary night schools 
Lecturers 
Librarians 7 
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2. Educational materials, supplies and expenses 
(Educational cost—physical) 
Accounts Sub-accounts 
Text books 
Schoolroom supplies 
Other supplies used in instruction 
Other expenses of instruction 
Manual training supplies 
Household economy supplies 
_ Kindergarten -Same groups and classes 
Art - of schools as 1. “In- 
Music struction.” 
Physical training and athletic supplies 
Swimming pool 
School garden 
Offices of principals 
Library supplies and expenses 
3. Plant (Capital outlay—physical) 


“ 


“ 


Accounts | Sub-accounts 

Land 
New buildings By buildings 
Equipment of new buildings grouped by 
Alterations of buildings (additions) classes of 
New equipment of old buildings r schools 
Special equipment (new) where pos- 

general offices sible 
Administrative equipment (new) < storeroom 

shops 

4. Maintenance of plant (physical) 
Accounts Sub-accounts 


Repairs of buildings and upkeep of grounds 
Repairs and replacements of equipment: 


Sub-accounts : These accounts are 
A 1—Sanitary chargeable to in- 
A 2—Heating | Domesticengineering { dividual school 
A 3—Electrical plants 


B—General equipment 
C—Movable equipment 
Insurance 
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5. Operation of plant (physical) 


Accounts Sub-accounts 
Wages of janitors and helpers 
Janitors’ supplies 
Fuel 
gas These accounts are chargeable to 

Water individual plants, and by 

: gas classes of schools where possible 
Light and power pn 
Rent of buildings and grounds 
Other expenses of operation | 


6. Administration 
Business administration (physical control) 


Board of education and secretary’s office 
Financial offices 

General legal services 

Operation and maintenance of office building 
Offices in charge of buildings} Shope 

offices 
storeroom 
Other expenses of general business control 


Offices in charge of supplies} 


Educational administration (professional control—education cost) 


Offices of superintendent of schools and associates 
Enforcement of education and truancy laws and school census 
General promotion of health 

Other expenses of general educational control 

Salaries of directors and supervisors of special subjects 
Expenses of and clerks to directors of special subjects 


%. Miscellaneous expenses 


Tuition (payments to other school districts) 
Pensions 
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8. Debt service (sinking funds as undernoted) 


(a) Old boards’ bonded debt 
(b) Old boards’ floating debt } Principal 
(c) New board’s bonded debt 


(d) Interest, old boards’ bonded debt 
(e) Interest, old boards’ floating debt } Interest 
(£) Interest, new board’s bonded debt 


(g) Bond expenses 
Note :—Old boards’ floating debt includes notes and mort- 


gages (i.e., short term loans), judgments, and liens. 


9. Contingent reserve 
(For contingencies not provided for in budget) 


10. Tax and tuition refunds 
(For purposes designated by title of account) 


11. 1912 bond fund 
Same sub-accounts as “plant.” This account merely separates, 
temporarily, expenditures out of a recent bond issue until new 
land is purchased and buildings erected, after which such items 
are transferred to capital accounts (“plant”). 


12. Building fund 
The purpose of this account is to set aside annually from 
general fund (current taxes) a sum out of which it is hoped 
in future new land may be purchased or buildings erected, the 
idea being, if possible under local conditions, to avoid future 
bond issues for such purposes. 


MODUS OPERANDI 


All of these accounts are subdivided for the purpose of de- 
tailed information for the budget and departmental superin- 
tendents and directors. As stated before, these subdivisions are 
omitted in the foregoing accounts because they are purely local 
in character. Our Classification of Accounts booklet, however, 
shows them in full detail. 
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Appropriations are made only by the principal “items” as 
they are named in the Pennsylvania school code, as follows: 


Item 1. Salaries 

Item 2. Supplies and expenses 

Item 3. Capital outlays 

Item 4. Debt service (sinking funds) 
Item 5. Contingent reserve 

Item 6. Tax and tuition refunds 
Item 8. Building fund 


Inasmuch as segregated budget appropriations interfere with 
the best efficient management of public school business, the above 
accounts are the main appropriations, but in order to act as an 
efficient check on expenditures and responsibility, these appro- 
priations are redivided into the accounts presented under the 
twelve captions previously outlined, as well as by departments, 
and again subdivided into detailed (local) sub-accounts so as to 
allocate precisely the cause of any expenditure in excess of ap- 
propriations, or rather to prevent same. Each month a report 
is made to the board on the “status of detailed appropriations,” 
showing appropriations, expended to date, balances unexpended. 
Contracts are charged to appropriations when the expenditure is 
incurred, and credited to reserves for uncompleted contracts, 
which are charged in turn as the contracts are paid. 

In the booklet Classification of Accounts attempt has been 
made to define, as far as possible, the nature of the proper 
charges to each account, the definition of equpiment, repairs and 
replacement, taking into consideration, of course, that a certain 
material may be used for different purposes ; for instance, lumber 
may be used for repairs of buildings, repairs of equipment or 
manual training supplies. In such cases—and they are not in- 
frequent—the material or supply is charged to the account for 
the purpose for which it was used. 

All requisitions on storeroom, shops and for direct purchase 
and delivery state the purpose for which the goods or services 
are to be used and are marked with the account code number and 
initial. Bills are likewise marked, where goods are purchased 
for direct delivery, and have requisitions attached, otherwise they 
are marked “storeroom” or “shop” supplies or expenses, as the 
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case may be, for charge to these controlling accounts, and have 
original requisition for purchase attached also. 

These distributions are checked in the accounting department, 
and any doubt is cleared by inquiry and correction, if necessary, 
when the requisition does not give full information as to the use 
of goods. Deliveries from the storeroom and shops are reported 
by schools (classified) and by accounts at end of month for 
totals of requisitions (on those departments) filled and delivered. 
For direct deliveries from creditors to schools distribution is 
made on back of vouchers in code cipher, and posted to proper 
accounts, or storeroom or shop controlling accounts, if purchased 
for latter. The charges to accounts for deliveries from store- 
room and shops are made from monthly reports of those depart- 
ments. The general ledger contains controlling accounts for 
storeroom and shops. In the case of repair shops, separate re- 
ports are made, of course, for wages and carfare (which have 
their own controlling accounts) where our own repairmen are 
employed. 

We have now considered in a general way, without taking 
up detailed accounts and the modus operandi, the accounts re- 
cording expenditures. Let us briefly consider the general plan 
of accounting, including revenue. 


LEDGERS AND LEDGER ACCOUNTS 


There are three general ledgers: 
1. General fund 

2. Sinking fund 

3. Capital 

The accounts in them follow: 


_ General fund ledger 


Bank depositories (each bank separately) 
Petty cash (imprest plan) 

storeroom 
shops 
Taxes—controlling accounts (by years) 
Reserves for uncollected taxes (by years) 
Tax exonerations 

School treasurer 

Orders payable 


Supplies—controlling accounts 
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Contracts—controlling accounts by “items” (appropriations) 

“Item” accounts—controlling detailed appropriations and ex- 
penditures ledgers 

General fund account (unappropriated balance—difference be- 
tween assets and liabilities) 

Reserve for expenditures for new year (in advance of receipt of 

taxes in March) 


Miscellaneous income accounts (general fund ledger) 
Old material sold Delinquent tax penalties 
Sundry income Delinquent tax interest 
Entertainments Delinquent tax advertising 
Library fines 
Salary refunds 
Swimming pool income 
Lost books 
Auditorium rents 
Election booth rents 
Property rents 
Rebates and returns 
Tuition 

Estimated receipts (general ledger) 


‘Charged with budget estimates 
Estimated state appropriation which are credited to general 
Estimated interest on general fund account 


fund bank balances Credited with actual receipts 
Estimated miscellaneous income ; which are charged to indi- 
receipts vidual income accounts, ex- 
Estimated receipts delinquent cept delinquent taxes, which 
taxes are charged to reserve for 


| uncollected taxes 
Appropriation (“item”) control accounts are credited and 
general fund account charged with estimated expenditures per 
approved budget. Appropriations are charged and orders payable 
credited with actual expenditures. 
At close of each year any remaining balances in estimated 
receipts or estimated (appropriation) expenditures accounts re- 
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vert to general fund account, except, of course, in case of actual 
fund accounts, such as sinking funds (in that ledger) or building 
fund (in general ledger), which accumulate with compound in- 
terest (excepting expenditures from these funds). 


Sinking fund ledger 


Bank depositories of sinking funds (separately by banks and 
funds) 

Appropriations from general fund (budget-temporary account 
from time of appropriation until taxes are received) 

Past due bond interest 


Old boards’ bonds due in current year f¢ 
Short term loans and mortgages due 


in current year 
Old boards’ bonds interest due in detail ed accounts by 
districts and issues of 


current year 
old and new boards in 
New board’s bonds interest due in detailed 1 auntie 
current year edge 
Interest on short term loans and mort- 
gages due in current year 


These accounts control 


in current year” 


These reserves are for 
retirement of debts 
(a) Reserve for old boards’ bonded debt at maturity. An- 
(b) Reserve for old boards’ floating debt nual contributions 
(c) Reserve for new board’s bonded debt } are set aside for 


(g) Reserve for bond expenses this purpose (“not 
due in current 
year”) 


Sinking fund committee investment in 1912 school bonds 
Orders payable 


Note :—The total of the “reserves” (the difference between the 
assets and the liabilities in this ledger) equal the total “bond 
retirement funds” in the capital ledger, and form the connecting 
link between the two ledgers. 
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Capital ledger 
Bank depositories (remainders of proceeds o 
sale of recent (1912) bond issue) Current assets 
Orders payable 


bend urrent liabilities 


r Fixed assets 
These accounts control de- 
Land—school — tailed ledger accounts of 


Buildings 
equipment “ 
Land—other than school purposes’ 


“plants and properties.” 
At end of each year capital 


Buildings “ outlays are transferred to 
Equipment“ “ these detailed and control- 
ling accounts and credited 
to capital surplus 

Fixed Liabilities 
Bonded debt—former boards - These accounts are “not 
Bonded debt—present board, 1912 issue due in current year” 
Short term loans and mortgages—for-{ and control detailed 
mer boards ledger accounts by 
districts and issues 


Bond retirement funds (equal reserves in sinking fund ledger). 
Shown on capital balance sheet as a deduction from fixed assets 

Capital surplus (equals difference between assets and liabilities) 

Improvement fund (1912 bond issue) 

1912 Bond—appropriation item 7 


Note :—The improvement fund less appropriation item 7 is the 
net amount of capital improvements made, transferable to fixed 
capital accounts, land and buildings, upon completion of latter. 


Monthly financial reports to the board cover receipts, dis- 
bursements and balances in cash of the various funds, status of 
contracts, status of appropriations, and balance sheets of general 


METHOD OF CONTROL 


The “item” or appropriation accounts in the general ledger 
control the detailed appropriation and expenditure ledgers, of 
which there are two, one with the detailed accounts under which 
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appear the groups of schools only (such as elementary day 
schools as a whole), and in the other (the detailed, statistical 
cost records) by individual schools under each of which appear 
the detailed accounts. These are kept by different bookkeepers 
(two), the work of each checking agaist that of the other, and 
by each checking the distributions to vouchers, any inaccuracies 
in distributions, posting or otherwise, are detected and corrected. 
In addition, these records are controlled by the accounts and 
continuous audit of the school controller’s office, thereby insuring 
a triple proof of accuracy, coupled with the code cipher and 
purposes for which goods or services were used marked at the 
source on the requisitions and bills which are checked in the 
accounting offices. 

We are now contemplating the installation of tabulating, sort- 
ing and punching machines to do some of this work and very 
much additional statistical work, such as school census, attend- 
ance, medical inspection, pensions, insurance, distribution of pay- 
rolls, vouchers and requisitions, storeroom and shop inventories, 
et cetera. 

The manner of handling and controlling other records, such 
as insurance, pensions, payrolls, teachers’ experience and auto- 
matic increases, vouchering, cheque registers, paying, et cetera, 
would fill a volume to consider in detail, as would the organiza- 
tion and system in general and its co-relation and co-operation 
with other departments of the school system. 

The monthly financial reports “tie up” completely with one 
another, as do the ledgers and all records. 

Much could be written about the form and preparation of the 
budget, annual report and statistical reports, but lack of space 
and time do not permit. 


GENERAL REMARKS 


In conclusion, a few general remarks concerning uniform re- 
ports may not be out of place. The bureau of the census bases 
reports on receipts and payments, not on revenue and expendi- 
ture, very likely because all cities must finance on the former 
basis and are accountable to the public for the money received, 
paid out, and remaining on hand. What the public wants to 
know is: Where do you get the money and for what do you 
spend it? Great care must be exercised in charges to capital 
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accounts, as no depreciation is figured, officials being responsible 
for the payments for such outlays and the proper operation and 
maintenance of properties. 

The bureau uses “average attendance” as a divisor in figuring 
costs, and as a dividend includes all administration (both business 
and educational), instruction salaries, educational materials, sup- 
plies and expenses, operation and maintenance of plants, and 
miscellaneous expenses. This compels the pro-rating of adminis- 
tration to the various classes of schools (elementary day, etc.) 
on a somewhat arbitrary basis of relative attendance, expendi- 
tures, or otherwise. Pro-rating is not sound accounting. The 
reason for including operation and maintenance of school plants 
in the cost per pupil is not clear. It is hard to realize, for instance, 
what the relation may be between repairs to buildings, or repairs 
and replacements of equipment and the number of pupils in at- 
tendance in a period. 

There is a relation of the number of pupils to educational 
cost, i.e., instruction salaries, educational material, supplies and 
expenses, and perhaps as a whole to educational administration 
(professional) as a general overhead charge. But this unit can- 
not be fairly used for physical operation and maintenance of 
school plants or business administration, and why pensions should 
be included is a mystery. It is like the old factory cost accountant 
who includes selling expenses and general administration expenses 
as part of manufacturing costs, which relate only to quantity 
manufactured, selling costs to quantity sold, and administration 
to both, or rather to neither. 

Physical properties are rarely alike or operated under similar 
conditions. Janitor service, including wages and supplies, might 
be more properly based on the number of rooms or square feet 
cleaned, but janitors do many other things besides keeping build- 
ings clean. Fuel may be on the basis of cubic feet heated, taking 
into consideration the varied types of heating plants and the fuel 
used and the relative B. T. U. tests of the latter. Water may 
be on the basis of consumption, although in some city schools it 
is furnished free by the city, in others bought from independent 
water companies. Light might be based on meter readings and 
units of consumption in relation to cubic feet lighted and de- 
pending on the kind of light used, etc. Power might be on the 
basis of consumption. Rent of school buildings and grounds is 
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considered a miscellaneous expense by the government, but is 
treated in Pittsburgh as a legitimate charge to operating expenses. 
Dr. Hutchinson, in the book quoted, takes the view that operating 
and maintenance expenses should be reduced to cost per pupil, 
because these expenses are incurred on behalf of the pupils edu- 
cated—that we compare costs, not conditions, and must investigate 
and show cause of variations. With the latter part of his state- 
ment, the writer agrees; with the first part he disagrees. 

It is difficult to find any satisfactory basis of comparison of 
maintenance expenses through unit costs, as these charges depend 
absolutely on physical conditions, types of construction, age of 
plant, weather conditions, et cetera. 

Therefore, I deem the plan of the National Association of 
School Accounting Officers, limiting unit costs per pupil to edu- 
cational costs, as a more satisfactory basis of comparison and one 
v.hich will stand the test of time and criticism, because it is 
practical and founded upon the broad experience of men thor- 
oughly familiar with school accounting and costs. 

The problem now is to get all cities to co-operate with this 
association, the state boards of education, the bureau of the 
census, and the United States bureau of education, to bring about 
the desired results of comparisons of like terms. 

Public accountants generally, and the American Association 
of Public Accountants in particular, can co-operate to great 
advantage. 
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EDITORIAL 
Scope of Accountancy 


In the course of an address by L. A. Kiesewetter, vice-presi- 
dent of the Ohio National Bank of Columbus, Ohio, before a 
meeting of the Association of Reserve City Bankers at Louisville, 
Kentucky, the question of audited statements was very ably and 
conclusively discussed. The speaker described at some length the 
advantages of insistence upon audited statements and in general 
presented a very orthodox view of the question ; but with one sec- 
tion of his address we must differ. 

He said, “If we apply these definitions, as the accountant ap- 
plies the audit in the matter under his investigation, we may say, 
‘Accountancy may be described as a science by means of which 
financial, mercantile, commercial, industrial or manufacturing 
operations, in so far as they are capable of being shown in figures, 
are accurately recorded, whether in money or money’s worth; the 
record to embrace operations concluded or engagements to be ful- 
filled at once or in future, however remote; it includes methods of 
preparing these statistics for the ascertaining or estimating, on 
correct bases, of the cost of any operation, whether in money, in 
commodities, in time, in life, or in property more or less subject to 
change by wear and tear or waste.’ 

“This covers well enough for purposes of definition what we 
may expect of accountants in this country. In the older countries, 
England for example, ‘the duties of practising accountants cover a 
very much wider area. They act as trustees, liquidators, receivers, 
and managers of businesses, owners of which are in default or 
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their affairs in liquidation, both under the direction of the courts 
and by appointment of creditors and others. They are engaged as 
arbitrators, umpires or referees in differences relating to matters 
of account or finances. They prepare the accounts of executors 
and trustees and the necessary statements of affairs in cases of 
bankruptcy. They prepare accounts for prosecutions and in cases 
of fraud and misconduct. Their services are commonly required 
to certify the prefits of business intended to be sold either privately 
or to companies by means of a published prospectus.’ ” 

It will be noted that the speaker’s remarks are within quota- 
tion marks, but we have been unable to trace the source of quota- 
tion. Presumably the second quotation is from some accounting 
book published in Great Britain and setting forth the opinion of a 
British accountant. 

The acceptance by the speaker of the assertion that the sphere 
of accountancy in England is broader than in this country is 
unfortunate, because as a matter of fact it is of very doubtful 
validity. 

This raises a question which is frequently discussed where 
accountants gather but is comparatively little understood by the 
general public. The statement quoted by Mr. Kiesewetter to the 
effect that accountants in England act as “trustees, liquidators, 
receivers and managers of business under the direction of the 
courts or by appointment of creditors” is perfectly true, and it is 
also true that courts in this country so far have not taken advan- 
tage of the services of accountants to any great extent in liquida- 
tion and similar work. 

There is no doubt whatever that in process of time the British 
practice of employing accountants as trustees, receivers, etc., will 


be followed in the United States, and we believe that a great many > 


of the legal fraternity would be glad to see the work diverted from 
lawyers to accountants, inasmuch as the actual work of liquida- 
tion has to be done by accountants and the fees remaining for the 
lawyers are frequently insignificant. 

With the exception of work emanating from the courts, how- 
ever, the activities of British accountants are if anything more 
restricted than they are in the United States. The case was aptly 
expressed by a British accountant, speaking recently, who said, 
“Accountants in America seem to feel called upon to give advice. 
No British accountant would dream of offering an opinion. His 
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work is concerned with revealed facts and not with any deduc- 
tions therefrom.” 

The American accountant, on the other hand, who failed to 
advise his clients upon any important point bearing upon his finan- 
cial position would be derelict in duty and would be unacceptable 
to the business public. Indeed, the work of the American auditor 
today comprises so many things other than auditing that the reten- 
tion of the title “auditor” tends to give an almost erroneous im- 
pression. There have been many terms suggested, such as busi- 
ness advisor, financial counsel, and the like; but in all probability 
the term auditor will be retained and the public conception of its 
meaning will be widened as the work of the auditor expands. 

We have the utmost respect for the work of British accountants 
—men who have built up the accounting profession in Great 
Britain and who to a great extent were the fathers of the profes- 
sion in this country—but that does not blind us to the truth that 
to render the most service to the community is the duty of the 
accountant, and if, by going outside the narrow bounds of 
precedent, he can serve his clients and the public generally, it 
is his duty so to do. Moreover, it will redound to his honor and 
reward. 

Attention has recently been drawn to this question of compara- 
tive fields of accountancy in Great Britain and America by the 
regrettable tactics of a few British accountants practising in this 
country who assume a superior manner and decry the professional 
standing and ability of their American colleagues. It is extremely 
deplorable that our visitors should feel inclined to depreciate the 
value of American accountancy, but inasmuch as this has been 
done and since the gospel of American inferiority has been 
preached in certain high quarters it is only right and proper that 
we should draw attention to the fact that while the accountants of 
Great Britain merit and hold the esteem of the profession in 
America the accountants of America stand unsurpassed in effi- 
ciency, integrity and breadth of vision. 


Depreciation in Appraisals 
Accountants in their efforts to induce clients to make pro- 
vision for depreciation on a basis which they consider adequate 
are frequently met with the objection that appraisals by engineers 
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or appraisal companies give net values in excess of the figures 
arrived at by deducting from the gross values the provision for 
depreciation which the accountants recommend. The answer to 
this objection by accountants has been that the treatment of depre- 
ciation in appraisals, even if adequate for appraisal purposes, is 
not adequate to form the basis of a systematic and conservative 
provision for this loss over a period of years. However well satis- 
fied accountants may be as to the justice of this answer, it is 
naturally difficult to persuade clients to accept such a view; at 
best they are apt to regard the case as one of “doctors disagreeing” 
and therefore one in which they are justified in adopting the 
course of treatment which they themselves think suits their case. 
It is, therefore, satisfactory and useful to find the accountants’ 
contention as fully recognized and accepted by an appraiser as it 
is in a paper written by John J. Thomas, secretary and treasurer 
of the Lloyd-Thomas Company, which has recently come to our 
notice. 

It is not our intention at this time to discuss the soundness of 
methods of appraisal for insurance or other purposes. All that 
we wish to do is to emphasize the fact which Mr. Thomas recog- 
nizes, that apart altogether from their soundness for such pur- 
poses they are unsuitable for employment as a basis for treatment 
of depreciation in the measurement of annual profits. This is clear 
from the illustrative chart which forms a part of Mr. Thomas’ 
paper. 

Thus, on the basis of appraisal values in the case of the unit 
selected for illustration, one-half of the total depreciation falls in 
the last two out of a total useful life of ten years. Now, in 
measuring profits it is clearly unreasonable that the last two years 
of a unit’s life, during which it might be expected to give less 
useful service than in the earlier years, should bear one-half of Ge 
total depreciation thereof. 

As we have already indicated, Mr. Thomas himself is fully 
alive to this fact ; indeed he is at pains in his paper to make it clear 
that the curve of appraisal values cannot safely be followed in 
determining profits. It may be doubted, however, whether plant 
owners, bankers and investors are as fully alive to the exact sig- 
nificance of appraisals and their limited application to accounts, 
the primary purpose of which is to measure profits. 

In a large measure the existing confusion in regard to the 
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question of depreciation is attributable to the fact that the ques- 
tion is a many-sided one and that engineers, appraisers, account- 
ants and others approach it from their own point of view and with 
too little regard to its other aspects. Clearly the objective of all 
should be a treatment of depreciation in which all sound views 
will find proper expression. For this reason we should welcome 
any movement looking toward a thorough interchange of views on 
the subject between the engineering and accountancy professions. 


**Accredited Accountants” 


A correspondent sends us a circular letter, emanating from a 
concern in Ohio, which is a distinct novelty. The object of this 
so-called audit company is the auditing of accounts of fraternal 
organizations, churches, building associations, etc., and the in- 
struction of accountants who shall become qualified to conduct 
such audits. 

After a course of instruction (for which the fee is moderate) 
the successful candidates will receive certificates as “accredited 
accountants” which will entitle them to make audits and investi- 
gations in the name of the audit company, and all work done by 
such “accredited accountants” will be supervised by the parent 
company. 

The audit fees are to be based upon the membership of the 
organization audited and the rate is to be ten cents for each mem- 
ber, except in the case of numerous membership, when a discount 
may be allowed. It is set forth that under this plan an organiza- 
tion with a membership of seven hundred and fifty would pay 
seventy-five dollars for the audit and the work would require on 
the average about three days’ time. Ninety per cent of the fees 
will be retained by the “accredited accountants” and the balance 
is to be remitted to the parent company. The course of instruc- 
tion embraces an extensive range of subjects; and the avowed 
final object of the organization is to conduct a nation-wide audit 
company in all the principal cities and communities of the country. 

The plan outlined above might not be worthy of consideration 
were it not for the fact that it serves to show to what extremes 
the principle of commercialized accounting may be carried. We 
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do not regard as serious the menace to the prc “ession which the 
introduction of the title “accredited accountant” involves, and it is 
quite within the range of possibilities that remote posterity will 
not be greatly concerned with the operations of the company from 
whose office emanates the circular letter before us. Nevertheless 
the absolutely frank attempt to place accounting on an unprofes- 
sional level is one that will attract attention of those who have 
given consideration to the development of modern accounting. 

If it serves no other purpose the circular describing the work 
of this audit company will at least add to the merriment of life 
and the members of the accounting profession will watch with 
imperceptible alarm the encroachments of “accredited account- 
ants.” 
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Epitep ny JoHn B. Niven, C. P. A. 


The following paragraph is taken from a communication received from 
the Chamber of Commerce of the United States of America under a recent 
date: 


Income Tax Rutine TEST. 


“The board of directors decided to test in the courts the correct- 
ness of the regulations of the treasury department which for the pur- 
ose of the law taxing net incomes require business men to account 
or gains from all their transactions but permit them to deduct only 
such losses as they incur in a regular occupation. As things stand 
under the regulations, a grocer, for instance, who sells two pieces of 
real estate at the same time, at a profit of $1,000 for one and a loss of 
$1,000 for the other, has to report the former $1,000 as income and 
cannot offset the loss. Thus, he is in a position of paying a tax on 
fictitious income. The directors were anxious not to provoke a con- 
troversy in the matter in an antagonistic spirit, but felt that it was 
important to have it settled. They were of the opinion that this 
should be done through the courts if there was no other way.” 


The fact that the directors of such an institution have decided to obtain 
a judicial ruling on the proper meaning of one of the most important 
provisions in the income tax law is of considerable moment to many tax- 
payers. Under these auspices the case will be laid with great care and 
is certain to be conducted with great ability and skill, and the decision 
which will ultimately be obtained should settle for all time a point which 
has been responsible for probably the most keenly criticized ruling of the 
department. 


The treasury rulings printed in THE JournAL this month are the 
following: 


T. D. 2188, which gives the decision of the United States supreme 
court in a case under the corporation law of 1909. The 
decision does not affect the income tax directly except 
in so far as it prescribes how a suit to recover taxes 
alleged to have been legally assessed and collected 
may be brought, but the matters involved are so closely 
allied to the income tax law that no excuse is, we hop 
necessary to insert the whole decision in the pages o 
Tue Journat. That part of the decision which deals 
with “doing business” does not probably apply to the 
tax under the income tax law, as that tax is laid on a 
corporation, not because it is “doing business,” but 
because it has a net income. : 

T. D. 2190, which prescribes the evidence now required to prevent 
assessment on the amount of interest coupons which 
had temporary certificates form 1005 attached. 
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T. D. 2193, which publishes the minimum sums which the treasury 
department offers to accept, with certain exceptions, in 
compromise of the specific penalties which have been 
incurred through failure to file returns within the pre- 
scribed time for the year 1914. It will be observed that 
the offer is made subject to the filing of the return. 

T. D. 2198, which is another decision of court under the corporation 
tax law of 1909. This decision deals with a matter 
which has been the subject of several decisions already 
published in THe JourNAL, namely—the taxes which are 
imposed on the shareholders of national banks by cer- 
tain states. In every case the question arises through 
the banks using the payments made by them in respect 
of these taxes as deductions in arriving at their net 
income. The locus of this case is the state of Missouri, 
and here also the bank is denied the right to deduct 
the taxes. The power of the commissioner to go back 
three years to make a new assessment was also raised, 
as was the case in the recent decision reported from 
Massachusetts. This question rests on the meaning of 
the words “false or fraudulent return,” and in both cases 
the courts have held that a false return is not neces- 
sarily restricted to one that is fraudulently false or dis- 
honest, but may be broad enough to include a return 
which was made in good faith, but incorrect. On both 
the points raised in the case under review, the decision 
seems to apply with equal force to the income tax law. 


TREASURY RULINGS 
(T. D. 2188, April 9, 1915) 


Corporation tax of August 5, 19099—Doing business—Decision of court. 


1. JuRISDICTION. 

A suit to recover taxes alleged to have been illegally assessed and 
collected under the corporation tax law may be brought directly against 
the United States in the United States district court under the act of 
March 3, 1887, known as the Tucker act, section 24 of the judicial 
code of March 3, 1911. 

2. ENGAGED IN BUSINESS. 

The lessor corporation was not carrying on or doing business within 
the meaning of the law, the only business done being keeping up its 
corporate organization and collecting and distributing rent received 
from lessee following the rule laid down in T. D. 1847. 

3. JupGMENT AFFIRMED. 

The judgment of the United States district court (198 Fed., 242) 
is affirmed. 

The appended decision of the United States supreme court in the case 
of the United States v. Emery, Bird, Thayer Realty Co. is published 
for the information of internal-revenue officers and others concerned. 
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Supreme Court oF THE Unitep States. No. 117. Ocrtosrr Term, 1914. 
United States, plaintiff in error, v. Emery, Bird, Thayer Realty Co. 


In error to the district court of the United States for the western district 
of Missouri. 


[April 5, 1915.] 


Mr. Justice Hotmes delivered the opinion of the court: 


This is a suit under the judicial code of March 3, 1911 (ch. 231, sec. 
24, par. 20, 36 Stat., 1087, formerly the Tucker act of Mar. 3, 1887, ch. 359, 
secs. 1, 2, 24 Stat., 505), to recover the amount of taxes paid under protest. 
It presents two questions: Whether the district court sitting as a court 
of claims had jurisdiction of this case; and whether the claimant, the 
defendant in error, was “engaged in business” or “doing business” within 
the meaning of the corporation tax law of August 5, 1909 (ch. 6, sec. 38, 
3% Stat., 11, 112). The district court asserted its jurisdiction and gave 
judgment for the claimant. (198 Fed., 242.) 

The facts do not need lengthy statement. The Emery, Bird, Thayer 
Dry Goods Co., a business corporation of Kansas City, Mo., occupied 
certain lands, partly hired and partly owned by it, for the purposes of 
its business. Eighteen months before the passage of the corporation tax 
law its members decided that the claimant should be organized, and it 
was, for the purpose of acquiring the dry goods company’s lands and of 
letting the same to the dry goods company, the latter having the manage- 
ment of the property and assuming the responsibilities in respect of it. 
The only business done by the claimant was to keep up its corporate 
organization and to collect and distribute the rent received from its single 
lessee; and the court found as a fact that it was not doing business within 
the statute, subject, of course, to the question whether the activities stated 
constituted such doing business as matter of law. The chartered powers 
of the claimant included performing and enforcing the performance of the 
respective covenants in the leases taken over and the sale of the property 
or any part of it upon the vote of not less than two-thirds of the stock- 
holders, who were very nearly the same as those of the dry goods 
company. It also covenanted to rebuild in case the buildings were 
destroyed. But there has been no occasion to perform any of these under- 
takings. 

The taxes in question were paid under duress and protest and were 
turned over by the collector to the United States, which still retains 
them. A claim to have the taxes refunded was submitted in due form 
to the collector of internal revenue, but repayment was denied. 

The objection to the jurisdiction pressed by the government is that 
the only remedy is a suit against the collector. As the United States has 
received and keeps the money and would indemnify the collector if he 
had to pay (Rev. Stat., 3220), the least that can be said is that it would 
be adding a fifth wheel to the coach to require a circuitous process to 
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satisfy just claims. It is true that this tax law provides that “all laws 
relating to the collection, remission, and refund of internal-revenue taxes, 
so far as applicable,” etc., are extended to this tax (sec. 38, 36 Stat., 117), 
but that is far from the case of a statute creating a new right and a special 
remedy to enforce it in such form as make that remedy exclusive. The 
right to sue the collector for an unjustified collection was given by the 
common law. 

The jurisdiction over suits against the United States under section 24 
of the judicial code extends to “all claims not exceeding ten thousand 
dollars founded upon the constitution of the United States or any law 
of congress.” However gradually the result may have been approached in 
the earlier cases, it now has become accepted law that claims like the present 
are “founded upon” the revenue law. The argument that there is a 
distinction between claims “arising under” (Judicial code, sec. 24, first) 
and those “founded upon” (id., sec. 24, twentieth) a law of the United 
States rests on the inadmissible premise that the great act of justice 
embodied in the jurisdiction of the court of claims is to be construed 
strictly and read with an adverse eye. Dooley v. United States (182 U. S., 
222, 228). United States v. Hvoslef (Mar. 22, 1915). Jurisdiction was 
taken for granted in United States v New York & Cuba Mail S. S. Co. 
(200 U. S., 488), and was upheld in Christie-Street Commission Co. v. 
United States (136 Fed., 326) ; United States v. Hyams (146 Fed., 15, 18); 
United States v. Finch (201 Fed., 95, 97). 

Being of opinion that the district court had jurisdiction, we pass to 
the merits. They also may be disposed of without much discussion. The 
line lies between Cedar Street Co. v. Park Realty Co. (220 U. S., 107, 170) 
and Zonne v. Minneapolis Syndicate (220 U. S., 187), the latter case being 
carried perhaps a little further by McCoach v Minehill & Schuylkill Haven 
R. R. Co. (228 U. S., 295). We are of opinion that this case is governed 
by the last two and that the decision was right. The question is rather 
what the corporation is doing than what it could do (228 U. S., 305, 306), 
but looking even to its powers, they are limited very nearly to the neces- 
sary incidents of holding a specific tract of land. The possible sale of the 
whole would be merely the winding up of the corporation. That of a 
part would signify that the dry goods company did not need it. The claim- 
ants’ characteristic charter function and the only one that it was carrying 
on was the bare receipt and distribution to its stockholders of rent from 
a specified parcel of land. Unless its bare existence as an intermediary 
was doing business, it is hard to imagine how it could be less engaged. 

Judgment affirmed. 

Mr. Justice McReyNnotps took no part in the consideration or decision 
of this case. 
(T. D. 2190, April 21, 1915) 
In all cases where a temporary certificate, form 1005, was attached to 
interest coupons as provided by T. D. 1887 of October 25, 1913, income 


tax will be assessed on amount of interest represented by such certifi- 
cate unless the debtor corporation shall furnish satisfactory evidence 
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that the owner of the coupons is not subject to withholding at the 
source or not subject to the income tax. 


In all cases where temporary certificate, form 1005, provided by T. D. 
1887 of October 25, 1913, was presented with coupons on any date from 
November 1 to 15, 1913, both dates inclusive, and a certificate of owner- 
ship was not substituted for the temporary certificate on or before Febru- 
ary 1, 1914, as provided in said decision, the income tax will be assessed 
on the amount of interest represented by such temporary certificate unless 
the debtor corporation shall furnish to the commissioner of internal revenue 
satisfactory evidence that the owner of the coupons was a firm or cor- 
poration not subject to withholding at the source, or a non-resident alien, 
or other person or persons not subject to the tax. 


(T. D. 2193, April 24, 1915) 


Minimum amounts which will be accepted in settlement of the specific 
penalty. 

With reference to corporations and individuals who have failed to file 
returns of annual net income within the prescribed time for the year 1914, 
you are advised that it has been determined by the Treasury Department 
to accept offers in compromise of the specific penalties in minimum sums 
as follows: $10 from corporations and $5 from individuals. 

Where such delinquents failed to file returns for 1913 within the pre- 
scribed time, offers for 1914 delinquencies will be accepted as follows: 
$15 from corporations and $7.50 from individuals. 

The foregoing applies only to those cases where there was no intention 
to evade the law or escape taxation. 

The minimum sum of $15 also applies to corporations “not organized 
for profit” which were relieved of the specific penalty for failing to file 
returns within the prescribed time for 1913. 

In preparing compromise cases for transmission to this office, a notation 
should be made on form 656 in the case of corporations and individuals 
also delinquent for 1913, in order that proper consideration can be given 
the offers in accordance with the above schedule. 

In the case of delinquent withholding agents, offers in compromise of 
not less than $5 in settlement of the specific penalty may be accepted for 
deposit where it is believed that the delinquency was due simply to over- 
sight or lack of information concerning the requirements of the law. It 
should be made clear, however, that each case will be decided upon its 
merits, and where the facts indicate carelessness or disregard of the law 
such offers will no doubt be rejected. 

Offers in compromise can not receive favorable consideration in cases 
where the returns for the year in question have not been filed. In such 
cases the recommendation that the offer be accepted should be made 
“subject to the filing of the return,” the date of filing to be furnished 
promptly upon receipt of the return. 
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(T. D. 2198, May 5, 1915) 
Special excise tax on corporation. Decision of court 


1. Taxes Due rrom STOCKHOLDERS. 

Under the state law, where banks pay the state tax imposed on 
shareholders, but have a lien until reimbursed on the shares of stock 
and all dividends, the tax is not imposed on the banks. 

2. Taxes Not Depuctiste. 

State taxes so paid can not be legally deducted from gross income 
in returns made by banks under the corporation tax act—T. D. 1763 
sustained. 

3. Power to MAKe NEw ASSESSMENT. 

The commissioner has power to make a new assessment within 

three years in case an incorrect return has been made. 
4. Farse Returns. 

There is no necessity of construing the word “false” where it is 
used with reference to the time in which the commissioner shall act 
to mean fraudulently false. 

5. Decision or Unitep States District Court AFFIRMED. 

The decision of the United States district court for the eastern dis- 

trict of Missouri (211 Fed., 743; T. D, 1991) is affirmed. 


The appended opinion of the United States circuit court of appeals, 
eighth circuit, in the case of the National Bank of Commerce v. Allen, 
collector, is published for the information of internal-revenue officers and 
others concerned. 


Unrtep States Circuit Court or Appeats, Circuit. No. 4260, 
December TeRM, 1914. 


The National Bank of Commerce in St. Louis, plaintiff in error, v. E. B. 
Allen, United States collector of internal revenue for the first district 
of Missouri, defendant in error 


In error to the district court of the United States for the eastern district 
of Missouri. 


[March 25, 1915.] 
Before Hoox and Cartanp, Circuit Judges, and Amnon, District Judge. 


CarLanp, Circuit Judge: This is an action by the bank against the 
collector to recover the sum of $5,304.57 paid under protest as taxes 
assessed pursuant to section 38, act of congress approved August 5, 1909 
(36 Stat., 112-117), for the years 1909, 1910, and 1911. Judgment was 
rendered by the court below against the bank on the pleadings. The 
following facts appear therefrom: 

The bank is a national bank organized under the laws of the United 
States and doing business at St. Louis, Mo. It made returns of its gross and 
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net income to the United States commissioner of internal revenue, hereafter 
called the commissioner, for the years 1909, 1910, and 1911. From its 
gross income for 1909 it deducted $193,230.98; for the year 1910, 
$187,042.99; for the year 1911, $150,204.31; which sums it had paid in the 
years in which deduction was made for taxes imposed by the state ot 
Missouri by virtue of chapter 117, article 2, Revised Statutes of Missouri, 
1909. The commissioner assessed against the bank on its return of net 
income for the year 1909, $9,848.57; for the year 1910, $7,824.61; for the 
year 1911, $6,257.76, which the bank duly paid. In April, 1912, the com- 
missioner, upon eivdence produced before him, decided that the returns of 
net income made by the bank for the years 1909, 1910, and 1911 were 
incorrect, in that the bank was not entitled to deduct the taxes imposed 
by the state of Missouri for those years by virtue of chapter 117, article 2, 
Revised Statutes of Missouri, 1909: The commissioner thereupon amended 
the returns of the bank for the years mentioned by adding to the reported 
net income the several amounts deducted by the bank as above stated and 
assessed against it on said additional net income a special tax for the 
year 1909 of $1,932.10; for 1910, $1,870.43; for 1911, $1,502.04. These are 
the amounts which the bank paid under protest and now seeks to recover. 

There is no claim that the returns as made by the bank were intended 
to defraud. It is conceded that they were made in good faith under the 
belief that the bank had a right to deduct from its gross income the taxes 
referred to. The corporation excise tax law, so far as the present con- 
troversy is concerned, provides as follows: 

Sec. 38. That every corporation, joint-stock company, or associa- 
tion, organized for profit and having a capital stock represented by 
shares * * *, shall be subject to pay annually a special excise tax 
with respect to the carrying on or doing business by such corporation, 
joint-stock company, or association equivalent to one per centum upon 
the entire net income over and above five thousand dollars received by 
it from all sources during such year 

Second. Such net income shall be kina by deducting from 
the gross amount of the income of such corporation, joint-stock com- 
pany, Or association received within the year from all sources (first) 
all the ordinary and necessary expenses actually paid within the year 
out of income in the maintenance and operation of its business and 
properties, including all charges, such as rentals or franchise pay- 
ments, required to be made as a condition to the continued use or 
possession of property * * *, (fourth) all sums paid by it within 
the year for taxes imposed under the authority of the United States, 
or of any state or territory thereof. 


Section 11357 of article 2, chapter 117, Revised Statutes of Missouri, 
1909, is entitled: “Section 11357. Assessment of manufacturing and busi- 
ness companies and stock in other corporations.” The section then 
provides that persons owning shares of stock in banks incorporated under 
or by any law of the United States or of the state of Missouri shall not 
be required to deliver to the tax assessor a list thereof, but the president 
or other chief officer of such corporation shall, under oath, deliver to the 
assessor a list of all shares of stock held therein and the face value thereof, 
and such shares shall be valued and assessed as other property at their 
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true value in money, less the value of real estate, if any, represented by 
such shares of stock. 

Section 11359, Revised Statutes of Missouri, provides that the taxes 
assessed on shares of stock listed as above shall be paid by the corpora- 
tion, and the corporation may recover from the owners of such shares 
the amount so paid by it or deduct the same from the dividends accruing 
on such shares, and the amount so paid shall be a lien on such shares, 
respectively, and shall be paid before a transfer thereof can be made. 

Section 11360 provides that if the president or other chief officer of 
any such corporation fails to comply with the provisions of the law, 
above mentioned, he shall forfeit to the state of Missouri the sum of 
$1,000 to be recovered by indictment in any court of competent jurisdiction. 

Section 11463 provides for the seizure and sale of the shares in case 
the tax thereon is not paid. The legislation of the several states in regard 
to the taxation of shares in national banks is of like character, although 
it may differ in matter of detail. A general knowledge of the power of 
the states to tax national banks is necessary in order to fully understand 
state legislation in relation thereto. The Supreme Court of the United 
States has uniformly held that the states can not tax the property of 
national banks. As a result of this state of the law there was inserted in 
the national bank act of 1864 the following provisions: 

That the president and cashier of every such association shall cause 
to be kept, at all times, a full and correct list of the names and resi- 
dences of all the shareholders in the association, and the number of 
shares held by each, in the office where its business is transacted, and 
such list shall be subject to the inspection of all shareholders and 
creditors of the association and the officers authorized to assess taxes. 
under State authority, during business hours of each day, etc. 

Provided, That nothing in this act shall be construed to prevent all 
the shares in any of such associations held by any person, or body cor- 
porate, from being included in the valuation of the personal property 
of such persons or corporations in the assessment of taxes imposed by 
or under State authority, at the place where such bank is located and 
not elsewhere, but not at a greater rate than is assessed upon other 
moneyed capital in the hands of individual citizens of such State. 
(2) Provided further, That the tax so imposed under the laws of any 
State upon the shares of any of the associations authorized by this: 
act shall not exceed the rate imposed upon the shares in any of the- 
banks organized under authority of the State where such association is~ 
located. (3) Provided also, That nothing in this act shall exempt the 
real estate of associations from either State, county, or municipal taxes . 
to the same extent, according to its value, as other real estate is taxed. 

Under this legislation of congress the states have provided for the- 
taxation of shares in national banks and also provided for the payment: 
of the same by the bank. It is, therefore, now the law that a national’ 
banking corporation and its property is separate and distinct from its 
shares of stock, and that while the tax levied upon a national bank itself 
by a state would be invalid, a tax levied by a state upon the shares of 
stock in a national bank is valid. Van Allen v. The Assessors (70 U. S., 
573); Home Savings Bank v. Des Moines (205 U. S. 503); Haw- 
ley v. Malden (232 U. S., 1); Clement National Bank v. Vermont 
(231 U. S., 120). 

469 


| 
‘ 


The Journal of Accountancy 


The supreme court of Missouri has uniformly nullified every attempt 
to assess taxes by the state directly against the property of national banks, 
and has repeatedly pointed out that the tax could be levied only upon 
the shares of stock. Lionberger v. Rowse (43 Mo., 67, affirmed 9th 
Wall., 468); First National Bank v. Meredith (44 Mo., 500); City of 
Springfield v. First National Bank (87 Mo., 441); State ex rel. v. Bank 
(160 Mo., 640) ; State ex rel. v. Shryack (179 Mo., 353); State ex rel. v. 
Bank (180 Mo., 717). 

In State ex rel. v. Brinkop (238 Mo., 298), the Supreme Court of the 
State of Missouri said: 


Under our statute, stock in a bank, federal or state, is assessed 
against the shareholder, but the tax is paid in the first instance by the 
bank, and the bank is reimbursed by the shareholder. That is merely 
a mode of convenience in collecting the tax; the effect is the same as 
if the shareholder paid it in the first instance. 


In Bank v. Commonwealth (9th Wall., 353), it is said: 


It is strongly urged that it is to be deemed a tax on the capital of 
the bank, because the law requires the officers of a bank to pay this 
‘tax on the shares of its stockholders. Whether the state has a right 
to do this we will presently consider, but the fact that it has attempted 
to do it does not prove that the tax is anything else than a tax on 
these shares. It has been the practice of many of the states for a long 
time to require of its corporations thus to pay the tax levied on their 
shareholders. It is the common if not the only mode of doing this 
in all the New England states, and in several of them the portion of 
this tax which should properly go as the shareholders’ contribution to 
local or municipal taxation is thus collected by the state of the bank 
and paid over to the local municipal authorities. In the case of share- 
holders not residing in the state, it is the only mode in which the state 
can reach their shares for taxation. * * * The mode under con- 
sideration is the only one which congress itself has ee in collect- 
ing its tax on dividends and on the income arising from bonds of 
corporations. It is the only mode which, certainly and without loss, 
secures the payment of the tax on all the shares, resident or non- 
resident; and as we have already stated, it is the mode which experi- 
ence has justified convenient and proper in regard to the numerous 
wealthy corporations of those states. 


In the later case of Merchants Bank v. Pennsylvania (167 U. S., 461), 
it is said: 

It is further insisted that the act is really one taxing the bank and 
not taxing the shares of stock as the property of the stockholders; but 
this is obviously a misinterpretation of the statute. That simply makes 
the bank the agent to collect from the stockholders the tax imposed 
upon the shares. * * * That the state has the right to make the 
bank its agent to collect the tax from the individual stockholders was 
settled in National Bank v. Commonwealth (9 Wall., 353). 


In the still later case of Home Savings Bank v. Des Moines (205 
UD. S., 503), it was again said: 


It, however, is not an uncommon and is an entirely legitimate 
snethod of collecting taxes, to require a corporation, as the agent of its 
shareholders, to pay in the first instance the taxes upon shares, as the 
property of their owners, and look to the shareholders for reimburse- 
ment. 
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On this state of the record the important questions to be considered 
are as follows: 

First. Were the taxes paid to the state by the bank on the shares of 
its capital stock such taxes as the corporation excise tax law authorized 
it to deduct from its gross income? 

Second. Was the commissioner of internal revenue authorized by law 
in April, 1912, to make the additional assessment on the amounts so 
deducted by the bank? It must be conceded that the taxes were imposed 
by the state of Missouri. Were they imposed upon the owners of the 
shares, the bank being a mere agent to pay the tax, or were they imposed 
upon the bank as a legal entity? It seems to be conceded in the record 
that the bank has not been repaid these taxes. If this be so, it must be 
because the bank has not chosen to reimburse itself. In construing the 
excise tax law as to the matter under consideration it will help us to 
arrive at its true meaning by considering the real purpose of the law. 
The law is not a tax upon income, but a tax upon the right to do business 
as a corporation, the amount of the tax being measured according to the 
income. Therefore, for the purpose of ascertaining the amount of the 
tax which the corporation shall pay, it is necessary to arrive at its own 
net income for any particular year. The bank, therefore, would have no 
right to deduct from its gross income taxes imposed by the state upon 
a third party, but which the bank itself had paid. Congress was legisla- 
ting with reference to all corporations, and not particularly as to national 
banks. 

We think the word “imposed” as used in the excise law must be given 
the meaning which the standard dictionaries give it. The Century 
Dictionary gives some of the meanings of the word as follows: “To lay 
as a burden, levy, inflict, or enforce; as by authority, power, or influence; 
as to impose taxes or penalties.” Webster defines it to mean “to lay as a 
charge, burden, tax, duty; to levy.” Giving to the word the meaning 
which its association demands and taking also into consideration the fact 
that the state of Missouri could not impose a tax upon the bank as such, 
we are of the opinion that the taxes paid by the bank were not imposed 
upon it by the state of Missouri within the meaning of the law and that, 
therefore, the bank had no authority to deduct the same from its gross 
income. 

It is also contended by the bank that if it was not entitled to deduct 
the amounts which it did from its gross income as taxes imposed upon it 
by the State, it had the right to deduct them as expenses paid within the 
year out of income in the maintenance and operation of its business. This 
contention has much less to support it than the other. It was not paid 
out of income for any of the purposes mentioned in the law, and the taxes 
can not be considered expense for the reason that the law specifically 
provides for taxes, which would have been entirely unnecessary if the 
expenses were to cover taxes. 

We now come to inquire whether, conceding that the taxes paid by 
the bank could not be deducted from its gross income, the commissioner 
had authority in April, 1912, when he discovered that the returns of the 
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bank made in 1910, 1911, and 1912 were incorrect, to make a new assess- 
ment upon the amounts deducted. The solution of this question is not 
entirely free from difficulty. 

Subdivision 3 of section 38 provides that corporations shall on or 
before March 1 of each year make true and accurate returns under oath. 

Subdivision 4 provides that “whenever evidence shall be produced 
before the commissioner of internal revenue which in the opinion of the 
commissioner justifies the belief that the return made by any corporation 
* * * is incorrect * * * the commissioner of internal revenue may 
require from the corporation * * * such further information * * * 
as he may deem expedient, and for the purpose of ascertaining the 
correctness of such return * * * is hereby authorized * * * to 
examine any books and papers bearing upon the matters required to be 
included in the return of such corporation, and upon the information so 
acquired the commissioner of internal revenue may amend any return or 
make a return where none has been made.” It will be observed that this 
subdivision does not limit the time within which the commissioner of 
internal revenue must act. 


Subdivision 5 provides: 


All returns shall be retained by the commissioner of internal 
revenue, who shall make assessments thereon; and in case of any re- 
turn made with false or fraudulent intent, he shall add one hundred 
per centum of such tax * * *. All assessments shall be made and 
the several corporations, joint stock company, or association * * 
shall be notified of the amount for which they are respectively liable 
on or before the first day of June of each successive year, and said 
assessments shall be paid on or before the 30th day of June, except in 
cases of refusal or neglect to make such return, and in cases of false 
or fraudulent returns, in which cases the commissioner of internal 
revenue shall, upon the discovery thereof, at any time within three 
years after said return is due, make a return upon information ob- 
tained as above provided for, and the assessment made by the com- 
missioner of internal revenue thereon shall be paid by such corpora- 
tion, joint stock company or association, * * * immediately upon 
notification of the amount of such assessment. 

Counsel for the bank contends -that the language last above quoted 
limits the commissioner of internal revenue as to his power to make a new 
assessment to cases of refusal or neglect to make a return, and to cases 
where the return is false or fraudulent, and further contends that the 
word “false” in the connection in which it is used must be construed to 
mean intentionally false, or false with intent to defraud, and as the returns 
of the bank in this case were not made with intent to defraud and were 
not false in a fraudulent sense, the commissioner of internal revenue had 
no authority to act. We do not think that the contention can be sustained 
when we view all the provisions of the corporation excise tax law. It is 
true that the commissioner did not add 100 per cent of the tax levied 
as provided for a false or fraudulent return, and we may conclude from 
this that the commissioner was of the opinion that the returns were not 
false or fraudulent in the sense that those words were used in the lan- 
guage of the law which authorizes the addition of the penalty 
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The words “false” or “fraudulent” as pointed out by the circuit court 
of appeals of the first circuit in Eliot National Bank v. Gill (218 Fed., 
600), is used but four times in the corporation tax law. The first instance 
is in the fifth subdivision above quoted at the commencement thereof, 
where the law provides for the addition of 100 per cent of the tax. The 
next instance is in the same subdivision and is the language which we are 
now considering; the remaining two instances are in the eighth sub- 
division, which provides a penalty for the refusal or neglect to make a 
timely return, and also provides that’ one who shall make a false or 
fraudulent return shall be guilty of a misdemeanor and punished as 
therein provided. If the contention of counsel for the bank is correct, 
then the provisions of subdivision 4, which allows the commissioner in 
case he finds a return to be incorrect merely, without reference to whether 
it is false or fraudulent, would be inoperative unless the correction was 
made before the tax was due for any particular year. We do not think 
any such result should be reached or that it necessarily follows from an 
examination of the law. We agree with the court of appeals of the first 
circuit, in the case above mentioned, that there is no necessity of con- 
struing the word “false” where it is used with reference to the time in 
which the commissioner shall act to mean fraudulently false or dishonest, 
and that the full purpose of the law and the rights of all parties may be 
preserved by construing the word broadly enough to include a return 
which was made in good faith but incorrect. The bank was required 
under the law to make a true return. The return that it did make was 
incorrect, or, in other words, it was not true but false, that is, false in the 
sense that it was not true. We think the word should be given this par- 
ticular signification in connection with the language now being construed, 
and giving it such meaning the commissioner had full authority to make a 
new assessment on the property omitted from the returns made by the 
bank. The point is made that the excise law as we construe ft would 
violate the principle of uniformity in that to refuse to allow a banking 
_ corporation in computing its net income to deduct taxes paid to the state 
when such deduction is allowed to a corporation doing a manufacturing, 
insurance, or other kind of business, would result in gross inequality 
against the bank. The trouble with this contention is that it assumes that 
the taxes paid were imposed upon the bank, which we decide is not the 
case. The district court of Massachusetts in the case of Eliot National 
Bank v. Gill (210 Fed., 933), the circuit court of appeals for the first 
circuit in affirming the judgment in the same case (218 Fed., 600), and 
also the district court of the eastern district of Pennsylvania in the case 
of Northern Trust Co. v. McCoach (215 Fed., 991) have reached the 
same conclusions as herein expressed. 

The judgment of the court below should be affirmed; and it is so 
ordered. 
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RED-TAPE VERSUS COMMON SENSE 


There are numbers of accountants of the old school who contend that 
all statements, balance sheets and schedules should be prepared in certain 
conventional ways and according to certain set formulas. These I have 
ventured to call the red-tape accountants. Others, who are more progres- 
sive in their ideas, believe that the proper way to formulate statements is 
so to marshal the facts that they can be readily understood by any ordinary 
business man, whose knowledge of accounting methods is, to say the 
least, extremely limited. Such men may be designated common-sense 
accountants. 

My individual opinion that the common-sense method is the proper 
one to adopt is of very minor consequence. What is important is the view 
taken of this matter by the various boards of examiners. It is reliably 
stated that in one of the recent examinations in one of the most prominent 
states in the union an applicant was marked down because he deducted 
the reserve for doubtful accounts from the total of the accounts receivable 
in his balance sheet, carrying out the net on the asset side, instead of set- 
ting up the reserve as a liability. Although the examiner may be right 
in thinking that the reserve is the expression of an opinion as to the 
liability to loss from bad debts in the future, he should recognize that 
those may also be right who consider the reserve as an estimate of the 
loss inherent in the accounts, and therefore a deduction from their asset 
value. If the examiners are to allow no latitude on merely technical points 
of this character, in which no real accounting principle is involved, or 
about which there is a difference of opinion, the chances of passing an 
examination will depend very largely upon the accident of hitting or 
missing the peculiar views of examiners who are not broad-minded enough 
to realize that the opinions of others, of at least equal rank with them, 
are entitled to any consideration. 

The slavish adherence to form in accounting is likely to lead to a 
greater regard to the manner in which a statement is presented than to 
the matter which it contains. Formalism is as deadly in accounting as 
in religion, and the better class of accountants have been doing their best 
to drive it out of the profession. Mr. William H. Roberts, C. P. A., says 
in his excellent paper on The Proper Form of a Balance Sheet, “The 
demand for governmental supervision of corporations has grown out of a 
general feeling of helpless ignorance (in regard to them), a feeling which 
has not always been relieved by public accountants’ reports, and if we do 
not want further advances by government into our field, we must at least 
make our reports so plain that no one of ordinary intelligence can mis- 
understand them.” 
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Mr. Montgomery has put himself on record many times in favor of 
the common-sense statement. For example, “A balance sheet in conven- 
tional form is perfectly clear to the eye trained to read and understand 
figures and is perhaps as concise and satisfactory an exhibit as could be 
desired for the person who understands figures, but thousands of business 
men frankly acknowledge that they do not grasp the full import of a 
financial statement in the accepted form. But if the man who is entitled 
to know all the facts contained in these balance sheets cannot or will 
not understand this method of presentation, is it not our duty to try ~ 
another form and keep on trying until the results of his business become 
as interesting reading to him as the daily trade reports? If the client 
had his own way he would ask for a report on his business prepared so 
that he could read it.” 

Backed by the authority of such men as these and of others who 
might be quoted, it seems very little to ask that examiners should not 
hold an applicant down to a rigid adherence to forms. This does not 
mean that they should condone unworkmanlike methods in the routine 
work, The man who is slovenly in the way in which he makes a journal 
entry, who presents a “balance sheet for the year of 1914” or a “revenue 
statement at December 31, 1914” shows that he has not mastered the 
rudiments of bookkeeping, and may justly be considered to be superficial, 
however glibly he may prate of accounting principles, and may with rea- 
son be suspected of reciting sentences that he has learned by rote, with- 
out any real idea of their true meaning. * 

In the multiplicity of counsellors there is wisdom, but it may also 
happen that there will be confusion. If a person learns to make the 
opening entries for a corporation by studying some model that he has 
been given, without understanding the logical sequence of events and 
learning how to express the history of those events in plain and simple 
language, he is very likely to become confused when he sees in a pub- 
lished statement in some reputable publication a method which is radically 
different from the one to which he is accustomed. For instance, he has 
learned that capital stock is credited by a charge to subscribers, that the 
individual accounts with the subscribers are kept in a subscription ledger, 
in which they are debited with their allotments of stock and credited with 
the cash they pay in. Stock subscriptions therefore represent debit bal- 
ances of subscribers to the stock. He may then see the recently pub- 
lished answer to problem 5 in the Missouri C. P. A. examination in 
December, 1913, in which the first entry is: 

Sundry subscribers 
To subscriptions to capital stock 
followed later by another: 
Subscriptions to capital stock 
To capital stock issued 
thereby treating subscriptions as a credit account. 


Without attempting to criticise the apparently useless employment of the 
account of subscriptions to capital stock in this manner, it is pertinent 
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to inquire whether an examiner who would advocate this method would 
mark down an applicant who happens to have been taught the simpler 
method. 

Incidentally, there may be mentioned another point in the same pub- 
lished solution. The problem states that a corporation is organized with 
an authorized capital of $350,000, divided into 3,500 shares of $100 each, 
that “100 shares are placed in the treasury for future disposition,” the 
remaining 3,400 shares being accounted for by payment in property, in 
services and in cash, or by actual subscriptions. With regard to the 
retained 100 shares, the solution says: “If the remaining shares are merely 
held by the company for future sale no entry requires to be made on 
the books, although this is generally done in practice, charging treasury 
stock and crediting capital stock.” In the trial balance capital stock is 
shown as only $340,000. 

While there may be a difference of opinion as to whether or not the 
total authorized capital should be shown on the books, when part of it 
is not even subscribed for, there should be none as to the account to which 
the 100 shares should be charged. According to the best authorities, it 
is not treasury stock, but unissued, or better unsubscribed stock. Mr. 
Conyngton in his Corporate Organization, a book which should be in 
every accountant’s library, says, as already quoted in the Students’ 
Department: 

“The term ‘treasury stock’ is employed very loosely by business men 
and accountants to describe unissued stock. The better use of the expres- 
sion is to designate the ‘issued and outstanding stock of the company 
that has been donated to or purchased by the corporation and which is 
held subject to disposal by the directors.’ Such stock is properly 
treasury stock, is the property of the company, and would be entered as an 
asset on its books. To style unissued stock ‘treasury stock’ is a misnomer. 
Unissued stock is merely the privilege of creating a liability. It is not 
im any sense of the word an asset.” 

Again Mr. Montgomery says: 

“When stock has been issued fully paid and has been returned to 
the treasury of the company which issued it through purchase or gift, it is 
known as ‘treasury stock’ and should appear on the books as an asset. 
Unissued capital stock is to be distinguished from treasury stock, and good 
accounting practice does not require any entry therefor in the books of 
account until it has been subscribed for.” 

It is difficult to see how an applicant, sitting in an examination, can 
be held to a strict accountability in the face of these conflicting views as 
to the same subject held by those who are supposed to be good 
authorities. 

An example of the red-tape method of presenting the results of an 
accountant’s investigation is found in the published solution of a problem 
given in the Illinois examination of May, 1913. Only that portion of it 
which applies to the determination of the goodwill is quoted. A suggested 
presentation of the same facts is also given, as the common-sense method. 
There is hardly any room for doubt as to which method would give those 
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interested in the three companies the clearest idea of the basis for the 
valuation of the goodwill. The important question, as far as the student 
is concerned, is whether the examiners would accept the suggested solu- 
tion, or would insist upon the tabulated statement that the trained 
accountant would understand, but which would be utterly unintelligible 
to any one else. It is only fair to the applicants for examination that 
there should be an expression of opinion from the examiners generally 
as to what is expected. 


CONSOLIDATED WORKING PAPERS. 


EXTRACT COVERING GOODWILL ONLY 


Steel Blade Safetv Razor Consolidated 


L. W. Company. Company. Company. Balance Sheet. 


Inter-company holding, 


ccs $1,700,000 
Steel Blade Co. cost. .$100,000 
Steel Blade Co. writ- 


250,000 $50,000 
1 . $605,000 50,000 
Profit to March 3 30,000 15,000 
Writing up Steel” Biade 
100,000 $1,530,000 
by ie $1,700,000 
100.000 
,000 
50,000 
50,000 
50.000 
15,000 
$2,265,000 
Deducting the credits 
605,000 
30,000 
100,090 735,000 
We get the net result $1.530.000 


In the solution as printed, the above items are each explained in the 
key, but the way in which they bring about the final result is not explained. 


The suggested solution is as follows: 


To find the goodwill paid for by the Safety Razor Co., it is necessary 
to ascertain how much more they paid than the net assets amounted to 
at the date of purchase. By the help of the data given in paragraph 6, this 
is found as follows: 


Paid for 4,000 shares L. W. Co. and 4,000 shares Steel Blade Co. .$2,500,000.00 
Paid for 2,000 shares Steel Blade Co., held by L. W. Co..... . 300,000.00 


$2,800,000.00 
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Net assets acquired, represented by: 
Capital L. W. Co....... $400,000.00 
Surplus L. W. Co Jan. 
$605,000.00 
Profits to March 31. 30,000.00 635,000.00 
Capital Steel Blade Co.. 600,000.00. 
Deficit 


Loss to March 31... 15,000.00 65,000.00 535,000.00 _1,570,000.00 


Net goodwill 1,230,000.00 
To which must be added the goodwill already on the books: 


The unwarranted writing of the Steel Blade Company stock by the 
L. W. Company has been reversed by journal entry, therefore it does not 
appear here. 

As the writer understands the attitude of some examiners, he would 
have failed to pass this examination, as far at least as this problem was 
concerned, if he had answered in this way. The verdict would probably 
be different if the opinion of an ordinary client were to be given any 
weight. It is a pertinent question whether accountants are expected to 
prepare statements for the satisfaction of other accountants, or for the 
benefit of clients, to give them the information which they desire and to 
which they are entitled. 


Recorps DeEstroyep By Fire. 


Editor, Students’ Department: 

On a former occasion, some months ago, you were good enough to 
refer to a letter written by me in connection with the department conducted 
by you in THe JouRNAL oF ACCOUNTANCY, and also to write me a personal 
letter subsequently, for which I was greatly obliged. 

I have had another matter in mind for some time, and in a good deal 
of reading have never seen it discussed, so I take the liberty to write you 
again and if you think the case worth while I would be pleased to see a 
reply to it. It is a case of a very large and disastrous ccnflagration, where 
everything in connection with a business is absolutely destroyed and it is 
required to rebuild the books, as it were. A fire of this character occurred 
in Toronto, Canada, some years ago, completely destroying a number of 
business places over a large area, and in the following examinations of 
the Ontario Institute of Chartered Accountants, several questions relating 
to this were in the different papers, and I herewith inclose perhaps the 
most comprehensive one. I have some ideas of what might be done, but 
I would like to hear the views of one of greater experience and ability. 

Question. In the recent Toronto conflagration many of the vaults with 
all their contents, including all books of account, invoices, orders, letter 
books and other records were completely destroyed, in fact nothing to 
aid you in making out a financial statement has been saved. You are 
asked by one of the sufferers, a wholesale dry goods firm doing an exten- 
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sive business, to outline a plan by which they can (a) make out a state- 
ment of claim for the insurance companies; (b) make out a statement of 
their affairs; and (c) ascertain the correct standing of each customer. 
State fully what you would suggest, bearing in mind that the insurance 
carried may not cover the loss, and caution must be taken so as not to 
create alarm as to their financial standing. 
Very truly yours, 
MPBELL H. LEcKIE. 


The editor confesses that he had only a hazy idea of the way to handle 
this very peculiar proposition. Fortunately he had the pleasure, as well 
as the good fortune, of knowing a man who is not only an eminent 
Canadian accountant, but who has also had a large experience as an exam- 
iner, George U. Stiff, Esq., C. A. of Toronto. A letter to him elicited 
the following reply, which is so complete that there is nothing to add to it. 


My dear Mr. Walton: 

I am in receipt of your letter of the 19th inst. enclosing a copy of the 
examination question to which you referred when last I had the pleasure 
of seeing you in your city. 

I remember the occasion upon which this question was proposed, con- 
sidered and eventually passed. It appeared in our final auditing paper 
for 1904, and indicated an experience in the practice of many of us fol- 
lowing the conflagration here in that year, when the conditions in not a 
few cases were just as set out in the question. In practice it presented 
an example of constructive accounting which had to be mastered in 
some way, and as an examination question it was set to test the resource 
or initiative of the candidate. I have no doubt the examiner had no little 

i ty in appraising the answers he got. 

My own procedure would have been somewhat as follows: Procure 
from the bankers the last statement of affairs lodged with them; ascertain 
from the travelers the names of all their customers and communicate 
with the latter asking the fullest detail available as to dealings since the 
date of the statement of affairs ; communicate with all supply houses asking 
similar assistance, The information in the former case would be incom- 

lete, of necessity, to the extent that your customers were dishonest or 
indifferent, but it is all you have to go on; in the latter case you would 
get at facts. In the circumstances it was found that the banks went to 
great trouble to supply every information within their power as to bills, etc. 

Work along these lines gave a foundation on which to build, and it 
being the best that could be done, the results were accepted by insurance 
companies in their adjustments if bona fides were apparent. 

It seems to me rather a desirable line to direct the students’ efforts. 
Nevertheless, I should not take the risk of setting such a question because 
of the labor of fairly and intelligently <ome & marking. 

It is an example of what an accountant must prepared to meet as 
contrasted with the routine which he is up against every day. 

With kindest regards, I am, ; 

Faithfully yours, 


Gero. U. Stirr. 


Satary PAYABLE BY THE MonTH 


Editor, Journal of Accountancy: 

Sir: Will you please put me right on the following question? You 
hire a man by the month at $100.00 per month, starting on the 15th. Say 
he worked through March 14th, and you paid him up on that date for 
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the previous month. When the first of April came you wished to dispense 
with his services. What would you pay him in actual cash saying he 
worked through the 3lst of March? 

The party I had this up with claims he would be due only one-half 
a month or $50.00. I certainly cannot see it that way and I figure that 
he has worked 17/3lst of $100.00 worth. 

If not presuming too much, please give the legality of this question. 

Yours very truly, 
A. M. Drury. 


While this is a legal and not an accounting question, it is our opinion 
that neither of you is right. When a man is employed by the month and 
is discharged during the month because his services are no longer needed, 
he is entitled to his pay for the rest of the month. 

The mistake you both made is in assuming that a month must begin on 
its first calendar day. A month for which a man is engaged can begin 
any day, and it is not up until the corresponding day of the next month. 

In order to make the contract month correspond with the calendar 
month, it is necessary to pay the man at the end of the first month for the 
fraction of the month that Le has worked. From that time on his month 
and the calendar month will coincide. 

In our opinion the man, who by your own words has been paid on 
March 14th “for the previous month” ending that day, is entitled to pay 
for the whole month ending April 14th if discharged on March 3ist, pro- 
vided, of course, that the circumstances were not such that he had forfeited 
any claim for consideration by any wrong conduct. 


Movinc Macutnery AS Dererrep CHARGE. 


Editor, Siudents’ Department: 

Sir: A manufacturing oupecsiee owning machinery and equipment 
in Chicago to the amount of $10,000.00 desires to move the same to 
Marshalltown on account of a better location for its particular product, 
and expends the amount of $2,500.00 for the various items of freight, 
drayage, tearing down and reinstalling the same equipment at the latter 
place. To what is the amount directly chargeable? 

The company contends this amount is to be charged to the machinery 
and equipment account because it is an additional first cost of the machin- 
ery and equipment. 

: I am of the opinion it should be charged to moving expense or general 
expense, and of course later to profit and loss. 

ery truly, 
Marshalltown, Iowa. H. M. C. 


The expense of breaking up the Chicago plant and reinstalling it in 
Marshalltown is not a legitimate charge to the machinery and equipment 
account, because it has not added to the intrinsic value of the machinery. 
One expense of freight and installation has already been included in the 
cost of the machinery, and nothing more can be added for this additional 
expense, except possibly the small difference between the original freight to 
Chicago and what would have been the freight to Marshalltown. 

The removal to Marshalltown would not have been made, if it had not 
been expected that the future profits of the business would be increased 
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thereby. The plant has not been increased in intrinsic value, but its effi- 
ciency has been materially increased. As this increase in efficiency will 
produce greater profits in the future, it is entirely proper that these 
enhanced profits should pay for the expense that made them possible. In 
the meantime the moving cost should be carried as a deferred charge in 
some such account as Marshalltown installation, and should be written 
off by an annual charge to profit and loss so as to absorb it in a few years. 

The same principle will apply if the machinery, instead of being moved 
from one city to another, is merely rearranged in the same factory in which 
it was originally installed. There must be some object in changing its 
position, usually because as it was arranged material had to be carried 
back and forth at a great loss of time and labor. By going to some ex- 
pense the machinery can be so arranged that the material passes from 
one machine to the next in a regular orderly process, requiring the mini- 
mum of handling. When this expense is considerable, it is not fair to 
charge it against the operations of the current year. The machinery itself 
is no more valuable intrinsically than it was before, therefore it is not 
proper to charge anything to the machinery account. What has been 
increased is the efficiency of the factory as a whole. As this increased 
efficiency will benefit the future, it should be paid for by the future, and in 
the meantime the moving cost should be carried as a deferred charge in 
factory reorganization account, to be written off as rapidly as the increased 
profits will justify. 


Treasury Stock Sop AT A PREMIUM. 


Editor, Students’ Department: 

Sir: Mining companies here when first organized have sold stock at 
twenty-five cents on the dollar and before the end of the fiscal year were 
selling stock at a premium. 

Please give proper way to handle such transactions and disposition 
to be made of premium and discounts. 

Would consider it a favor if you will answer above by letter; if not 
convenient to do so please have it appear in the Students’ Department of 
Tue JourNAL oF ACCOUNTANCY. 

ing you in advance for the expected favor, I am, 
Yours very truly, 
Kingman, Arizona. H. N. Onton. 


The usual method of providing funds with which to develop a mine is 
for the owner of the mining claims to sell them to the company for the 
entire capital stock of the company, thus making the stock fully paid up. 
He then donates a portion, usually about half, of the stock to the treasury 
of the company to be sold for working capital. When the stock is sold 
at a discount, treasury stock is credited with the par of the stock sold 
and cash and discount on stock are charged with their appropriate 
amounts. When all the stock is sold the discount on the stock is charged 
to working capital account. As this account was credited with the par 
of the treasury stock when the latter was acquired, the charge of the 
discount to it will leave in the account a credit balance exactly equal to 
the cash realized on the stock. This is correct, because the actual capital 
that the mine has to work with is the cash realized. 
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If the discount at which stock is sold acts as a reduction of the working 
capital by reducing the amount of money realized, the premium at which 
stock is sold must act as an increase of the working capital by increasing 
the amount of money realized. The balance at the credit of working 
capital must always be the par of the treasury stock still unsold plus the 
cash realized on the treasury stock sold. When the entire amount is sold, 
the balance will represent the cash proceeds realized, as already stated, 
whether those cash proceeds are reduced by discounts given or increased 
by premiums received. 

As the discount on stock is not an expense, but is a reduction of work- 
ing capital, so the premium on stock is not a profit, but is an increase of 
working capital. ‘ 

At the end, when development is finished, the development exper 
which has been paid for by the proceeds of the working capital should be 
charged to property account, and that account can then be credited with 
the balance of working capital. 


Frxep Assets AT Cost or MARKET. 


Editor, Students’ Department: 

Sir: Will you kindly answer the following problem through the col- 
umns of your JouRNAL? 

A corporation purchases machinery from a foundry, which foundry is 
owned by a director of said corporation. The machinery was purchased 
at $1,700.00; however, it was valued at $2,200.00, therefore certain mem- 
bers of the corporation wished to have the machinery referred to carried 
on the books at the amount for which it was valued ($2,200.00), thereby 
showing a profit on same amounting to $500.00. However, they were 
advised not to carry this on their books at $2,200.00, and show a profit 
of $500.00, but to credit the owner of the foundry with $1,700.00, debiting 
machinery with a like amount. At the same time they were advised by 
a certain member that in his opinion it would be a good idea not to 
charge off any depreciation on this machinery for a number of years, or 
in other words until the depreciation that should be charged off would 
equal the amount of $500.00, which is the difference between the purchase 
price and the value of same. 

Has this transaction been handled in the proper manner? Would it 
be proper to show a profit on such a transaction? 

Kindly let me have your —_ of this question, when convenient. 

ours truly, 
Syracuse, N. Y. JoserH W. Crossy. 


The basis of the valuation at $2,200.00 is not stated. It may be assumed 
that the price of the machinery would ordinarily be $2,200.00, but that 
owing to the fact that the seller was a director of the corporation, he let 
them have it at the cost of $1,700.00. Even in this view of the case the 
corporation did not make the profit of $500.00, but it made a saving of 
that amount. Profits are not made on purchases; they are always made 
on sales. To show the falsity of the claim that a profit was made, it is 
only necessary to suppose that instead of one machine being bought, 
twenty were purchased on the same terms. Charging them to machinery 
account at $44,000.00 when only $34,000.00 was paid for them would 
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necessitate a credit to profit and loss of $10,000.00. If the capital of the 
corporation was $100,000.00, it could then declare a dividend of ten per 
cent. before a single article had been turned out of its factory. The 
advocates of the profit idea would hardly agree that this would be 
legitimate. 

At the same time, it is true that the corporation will eventually find 
the $500.00 saving reflected in its profit and loss account. Instead of being 
a present profit of that amount, it would appear as an annual reduction 
of manufacturing cost through the lessening of the charge for depreciation 
each year during the life of the machine. On the basis of a life of ten 
years with no scrap value, the average yearly depreciation on the $2,200.00 
valuation would be $220.00, while at the $1,700.00 valuation it would be 
only $170.00. The fictitious profit of $500.00 put on the books at first 
would all be charged off in the course of ten years. It is far better to let 
the saving appear as a saving through the reduction of depreciation cost. 

The case is precisely similar to that of a factory making a machine for 
its own use at a cost of $1,700.00, when it would have to pay another 
factory $2,200.00 for it, if bought outside. The proper valuation in either 
case would be what the machine cost, and no fictitious profit should be 
added to it. 

The objection to carrying the asset at $1,700.00 and not charging off 
any depreciation at first, until such time as would have sufficed to charge 
off $500.00 from the larger valuation, is that the accounts would be falsi- 
fied, and there would be no proper relation between the different years, 
sinee the first few years would show no depreciation, and the last years 
would be made to stand the whole burden. 


Foreicn SHIPMENTS. 


Editor, Students’ Department: 


Sir: Your answer to the following two questions will be much appre- 
ciated. We are doing a large export business and are experiencing 
considerable difficulty owing to the fluctuation in the value of exchange. 

The commodity is sold through brokers at Liverpool and at the time 
of shipment a draft is made on them for about eighty per cent. of the 
value of the cargo. 

About sixty days hence an account sales is rendered by the English 
brokers and a draft is made for the balance of the cargo, less discount, 
commission, etc. ‘ 


Question No. 1. 


Now which method is consistent with correct accounting principles? 
To credit sales with an amount based on the approximate par of exchange, 
say $4.80, and credit or charge the difference, ie., the difference between 
the approximate par and the actual par, at the time that the draft is sold to 
an exchange premium or exchange discount account, or to credit sales 
with the actual net received? For example: 


Suppose the total account sales to be.............. 5,000 pounds 

The 5,000 pounds $24,000.00 

The 4,000 pounds 80 amounts to...........s000. 19,200.00 

The 1,000 pounds balance @ $4.80 amounts to........ 4,800.00 
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Now if exchange is worth only $4.76 at the time that the 1,000 pound 
draft is sold it would amount to $4,760.00, making a difference of $40.00. 

Should sales be credited with $24,000.00 and $40.00 charged to exchange 
discount, or should sales be credited with $23,960.00? 

While the former would be more expedient to our system it would 
appear to be equivalent to taking into profit and loss an arbitrary selling 
price, while to do the latter would make the selling price contingent upon 
the abnormal conditions of the money market as regards foreign exchange 
at the present time. 


Question No, 2. 


Which is the correct method of inventorying the stock in transit and 
at the brokers’ warehouse, books being closed monthly—at the production 
cost or at the production cost plus expenses incidental to getting the 
stock over there, ie., freight, barrels, marine and war insurance? 

Thanking you in advance for your courtesy in answering these ques- 
tions, I remain, 

Yours very truly, 
G. A. G. 


Knoxville, Tenn. Factory accountant. 


As these goods are shipped to be sold through brokers, it is evident 
that no real sale has been made until the brokers dispose of them. In 
other words, the goods are consigned and the whole transaction should he 
treated as a consignment. The fact that the brokers allow a draft on 
them for 80% of the presumed value does not alter the position. The 
usual practice is to draw at sixty days’ sight, and the rate of $4.76 would 
indicate that this is the case here. This gives the brokers time to realize 
on the goods and to meet the draft with the proceeds of their sale. 

If this is the case, there is no necessity for paying any attention to the 
sterling values at all, except as a memorandum. The proper way to treat 
the whole transaction is to charge the goods at cost to the brokers as 
consignees in a consignment actount, the offsetting credit being to con- 
signment sales. Both these accounts are of a memorandum character, 
merely recording the fact that the goods have been shipped, but that no 
actual sale has been made. All expenses connected with the shipment, such as 
freight and insurance, are charged direct to the consignment account. 
When the draft for 80% is sold, the proceeds in American money are 
credited to the consignment account, the sterling amount of the draft being 
entered in the remarks column as a memorandum, When the account 
sales is received from the brokers a draft is drawn for the remainder 
of the proceeds, unless the brokers have remitted their own draft to cover. 
In either event the proceeds of the draft are credited to the consignment 
account. The balance of the consignment account will then be the net 
profit or loss on the shipment. The treatment of this balance will depend 
on whether we wish to keep a record of the profit and loss on consign- 
ments as a separate proposition, or to show the result in our regular 
sales account. If the former, the balance is transferred direct to con- 
signment profit and loss. To dispose of the memorandum account of 
consignment sales that account is charged and finished goods account is 
credited. Regular sales account is not credited, because the amount repre- 
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sents the cost of a certain quantity of goods that have been taken out 
of the regular routine and transferred to the consignment part of the 
business. The original credit could have been directly to finished goods 
or merchandise account, as indicating the transfer of the goods, when 
they were shipped. 

If it is desired to merge the result in the regular sales account, the 
consignment account of the broker as consignee would be supposed to buy 
the goods at cost by a charge to consignment sales and a credit to con- 
signment, and then to sell them to the regular routine of the business by 
a credit to regular sales and a charge to consignment account of the net 
proceeds of the two drafts less the expenses. This will close the con- 
signment account and will put the amount realized net into the sales 
account. 

In all this there is no question of the rate of exchange or of any 
profit and loss on the sterling drafts and there is no reason why there 
should be any. As far as we are concerned, it makes no difference whether 
the goods were paid for by British pounds or German marks. It is what 
amount in dollars was realized from the whole transaction that is the only 
important point, from the bookkeeping standpoint. As a matter of sta- 
tistics, and as a guide to future deals, the results in pounds sterling must 
also be recorded, but that is done by the mea:vrandum notation in the 
remarks column of the amount of the drafts in sterling and the rate of 
exchange. From this information it can be determined in the future 
whether it will pay to make further shipments, depending on the quota- 
tions in Liverpool and the current rate of exchange. 

Since the above was written, another letter has been received which 
says: “The brokers instruct us to ship so many barrels per month for a 
period of say three months, to be sold at a minimum price. Heretofore 
it has never been sold at any other price than the price so fixed, but, of 
course, should some unforeseen condition arise over there, making it neces- 
sary to sell below or over this price, we should have to accept such 
conditions.” 

This clearly shows the consignment nature of the shipment, since any 
change in price will affect the amount realized both in sterling and in 
dollars. The consignor will realize the gain or make the loss, because he 
would realize more or less in dollars than he anticipated. 

Even if the transaction were a straight sale to a consumer in Liver- 
pool the price realized in dollars would still be the amount of the sale. 
In such a case, there would probably be only one draft, and the result 
would be known at once. However, if there were two drafts, and it was 
desired to enter the transaction on the books at once, the proceeds of the 
first draft would be taken as to the basis for the valuation of the whole 
shipment. When the second draft was negotiated, any variation in the 
rate would be adjusted by a charge or credit to sales account. It would 
be similar to the case when goods are sold f. o. b. destination and an esti- 
mated delivered freight was charged to sales as a reduction of the 
selling price. When the freight is actually paid any variation from the 
estimate would be adjusted in the sales account. 
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The proper way to inventory the goods in transit is to treat them 
exactly as if they were on hand, that is at cost, on the same basis as the 
goods in stock. They are still in the possession of the consignor. The 
expense of freight, insurance, etc., will appear as a deferred debit in the 
account of the consignee. Of course, the amount of the first draft will 
have to be deducted from the inventory. If the original credit was to 
finished goods account or merchandise the balance of the consignee’s 
account may appear in the balance sheet as Liverpool consignment, net, 
and the goods would be omitted from the inventory. 


British Society of Incorporated Accountants 

The council of the Society of Incorporated Accountants and Auditors 
has issued the thirtieth annual report. It is stated that the war has neces- 
sarily had its effect upon the work of the society. Five hundred and fifteen 
members and candidates for membership are on active service. During 
1914, 142 new members were added to the society’s roll, which at the close 
of the year contained 2,714 names. The number of candidates who sat for 
examination was 465, of whom 317 passed and 148 failed. The income of 
the society for 1914 was £6,622, and at the close of the year there was 
an accumulated surplus of £9,812, exclusive of £2,886 held for benevolent 
purposes. 


Michigan State Board of Accountancy 


The Michigan State Board of Accountancy announces that it will hold 
an examination of candidates for the certified public accountant degree 
in the rooms of the Detroit Technical Institute, Y. M. C. A. Building, 
Detroit, June 18 and 19, 1915. 


Arkansas State Board of Accountancy 
The state board of accountancy of Arkansas has been appointed and 
consists of the following: H. W. Hennegin, C. P. A., president, Little Rock; 
S. A. Buchanan, C. P. A., secretary, Hot Springs; and Simon Bloom, 
C. P. A., treasurer, Pine Bluff. 
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Correspondence 
Depreciation of Machinery 
Editor, The Journal of Accountancy: 

Sir: Among the various ways of figuring depreciation of machinery 
I have much favored the method whereby a certain percentage on the 
diminishing value will exactly wipe out the asset in the estimated life of 
same. 

The method or plan of charging off a greater amount in the earlier 
periods seems to be the most conservative as well as best theoretical way 
of handling same, since it provides for a machine becoming entirely obso- 
lete before its estimated life has expired. Also when the machine is new 
and needs few repairs, it gives better service than in the later periods, 
which experience continual repairs to keep the asset in working condition. 

The determination of what percentage to use seems to be too difficult 
a problem of mathematics for the average accountant to work out. As 
one of our noted writers in his book Modern Accounting illustrates the 
algebraic method of determining same, which is not thoroughly understood 
by the student of accounting, I take pleasure in submitting a method 
which I have worked out and which can be figured by a seventh grade 
public schoolboy with ease. 

For an illustration as well as comparison I have taken the problem 
given in the aforesaid accountant’s writings. 


PRoBLEM. 
Machine (value) $600.00. Life—5 years—Residual 
Percentage method value $100.00 
30.12%. Progressive method. 
126.28 133.33 | 4/15 
rs 88.25 100.00 3/15 
43.08 33.33 1/15 
$500.00 $500.00 


ProcressivE MetHop 

lst Determine life of asset 

2d = residual value 

3d Amount of depreciation to be charged off during life of asset. 

In the above problem 5 years being the life of said asset, add the num- 
bers 1, 2, 3, 4, and 5, giving 15 as the basis of determining results. Starting 
at 5, charge off 5/15 of the amount of depreciation the first year, 4/15 the 
second, 3/15 the third and so on, having 1/15 to charge off the last vear. 
The above rule applies in all cases equally well. 

Yours truly, 
Chicago, May, 1915. F. W. Nusssaum. 
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Announcements 


Texas C. P. A. Law 

The text of the Texas C, P. A. law published in the May issue of 
Tue JournaL or AccounTANcy followed the lines of the bill originally 
presented to the senate and which was reported to have passed without 
change. 

It now appears that a few insignificant changes and one important 
alteration were made in the bill before its final enactment. The only 
amendment which is vital occurs in section 6, which in its amended form 
reads as follows: 

“Section 6. No person shall be permitted to take an examination 
unless he be twenty-one years of age, of good moral character, a qualified 
citizen of the United States and unless he shall have had one year’s study 
and practice in accountancy or accounting work.” 


This amendment substitutes one year’s practice for three as originally 
demanded in the bill and eliminates the educational qualification. 


New York State Society of Certified Public Accountants 

At the annual meeting of the New York State Society of Certified 
Public Accountants on May 10, 1915, the following were elected officers 
and directors for the ensuing year: President, Hamilton S. Corwin; first 
vice-president, J. Lee Nicholson; second vice-president, W. Sanders 
Davies; secretary, James F. Farrell; treasurer, David E. Boyce; directors, 
Alexander Aderer, Henry R. M. Cook, Charles F. McWhorter, Leroy L. 
Perrine, Richard P. Tinsley and Norman E. Webster. 


Iowa State Board of Accountancy 
The governor of Iowa has appointed the following members of the 
state board of accountancy authorized under the law passed this year: 
C. G. Prouty, Muscatine, to January 1, 1916; P. L. Billings, Waterloo, 
to January 1, 1917, and E. C. Worthington, Des Moines, to January 1, 1918. 


Frederick C. Manvel, C. P. A., announces the removal of his offices 
from 66 Broadway to 30 East 42d Street, New York. 


Hilton, Rawlings & Co., certified public accountants, Norfolk, Va. 
announce that they have admitted to the firm Fred B. Hill, C. P. A. 


James F. Farrell, C. P. A., secretary of the New York State Society 
of Certified Public Accountants, announces the removal of his office to 120 
Broadway, New York. 


George H. Bowers, Edward M. Smith, C. P. A., and Alfred Luery 
announce the formation of a partnership for the practice of accountancy 
under the firm name of Bowers, Smith & Luery, with offices at 120 
Broadway, New York. 


R. T. Hollis & Co. announce that they have admitted to partnership 
Frederic A. Tilton, C. P. A., and T. L. Whitford Porte, C. P. A., and that 
the accounting practice will be conducted under the firm name of Hollis, 
Tilton & Porte, with offices in Penobscot Building, Detroit, Mich. 
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Montana, Association of Certified Public Accountants of...... Donald Arthur, Butte 
New Tersey, Society of Certified Public Accountants of the 
New York State Society of Certified Public Accountants. ..... Hamilton S. Corwin, New York 
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Oregon State Society of Certified Public Accountants.......... Alexander C. Rae, Portland 
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Rhode Island Society of Certified Public Accountants......... Adin S. Hubbard, Providence 
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Yon | || The Key to a Mass EXAMINATION FOR 
You | of A ing D ici 
ok | | of Accounting Vata Efficiency Accountant »» 
' | (Fifth Grade) 
In the sixteen volumes of The Journal of 
Accountancy from 1905 to 1913, there is an Salary .400 per Annum 
enormous mass of accounting $2 
ork information. 
ssourl And now with the publication of Candidates must present evidence of at least 
two years’ experience as a cost accountant, either 
| in large industrial or governmental organizations, 
e ou rnal I n e x or in office of certified public accountants. Knowl- 
vania =. : edge of the principles and practice of scientific 
setts you can have a complete classification of it management and of the use of mechanical and 
all ready for use at an instant’s notice. 
ssouri : tabulating machines is particularly desirable, The 
York gy subjects and weights are: Experience, 4: Duties, 6, 
linois some important woe published Be ee A physical qualifying examination will be held. 


years ago in the Journal, you can turn to 
the Index and find all the desired refer- 
ences with no tiresome searching, no delay. 


The Index multiplies many times the 


Applications will be issued at Room 1400, 
Municipal Buiicing, from 


vania amount of accounting information that 
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NEW YORK UNIVERSITY 


oe School of Commerce, Accounts and Finance 
"7 lias for fourteen years trained men for the: practice of accounting as a profession 


This training has five distinct advantages: 

IT IS PRACTICAL. The instruction is illustrated by concrete facts from 
actual business experience. 

IT IS BROAD. Over seventy courses are given, covering the fields of account- 
ing, finance, business organizations, commercial law, journalism and the like. 

IT IS THOROUGH. The regular three-year course leads to the B. C. S. 
degree. The work is all conducted according to University ideals. 

IT IS CULTURAL. Principles rather than methods are the objects of study. 
Not the performance of tasks, but the solution of problems is the aim. 

IT IS ACCESSIBLE. Sessions are held in the morning, the late afternoon, 
and the evening. 


Write for full information. Write for a copy of the new circular. 
that will interest you. Address the Secretary. 


It contains facts 


WASHINGTON SQUARE, EAST . - NEW YORK CITY 


New York University School of Commerce, Accounts and Finance | 
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SPECIALLY RULED ANALYSIS PAPER 


fe: Certified Public Accountants 
Carried in Stock. 
Sample and price on application. 
Also blanks and account books of every description 
printed to order. 
THE HENRY ©. SHEPARD COMPANY 
624-632 S. Sherman St. Chicago, Ill. 


Position Wante Experienced Public Ac- 

countant, at present em- 
ployed, desires to make permanent connections in the 
commercial or manufacturing line as_ accountant, 
auditor or office manager. Seven years’ experience. 
Best of references. 


C. W.-280, c/o Journal of Accountancy, 


ACCOUNTANT REPORT COVERS 
(UNLIMITED EXPANSION) 
Carried in Stock, 11x inches 
FULL LEATHER — Flexible Binding - $3.00 
IMITATION LEATHER—Stiff Binding .. 2.00 
(Send for Pamphlet) 


CLARK LOOSE LEAF MANUFACTURING CO. 
1 Fulton Street, New York City "Phone Cortlandt 


22 6720 


oss W Accountant, twenty-five 

P osition ante years old, college gradu- 

ate, desires to make connections with a corporation as 

Accountant or Auditor. Three years’ accounting ex- 
perience and one year as a traveling auditor. 

J. E.-281, c/o Journa! of Accountancy. 


FOR ACCOUNTANTS 


IT GETS THE BUSINESS—My ethical plan for 
pecans can’t be beat. Only one Contract in one 
ocality 


Freeman, C. P. A.—State Life —Indianapolis 


Certified Public 
P osition Wante Accountant with 
broad experience in general auditing, cost accounting 
and organization work, seeks an engagement. Salary 
$3,000 per year. Prefers central eastern states for loca- 


tion. S-267, c/o Journal of Accountancy, 


To Let Office space or desk room. Modern office 

building in the financial section of New 
York City. Exceptionally good proposition for Public 
Accountants. Write for particulars. 


P. G.-278, c/o Journal of Accountancy. 


Experienced and efficient 
Position Wanted excellent 
systematizer, correspondent, compiler of catalog, 
collector and adjuster of claims. Now preparing for 
P. A. examination. a pe Age 35. Desires 
such position or with Public Accountants. Highest 
references. 
P. 0, Box 61, Station E, Cleveland, Ohio 


Deskroom to Rent in weit surnishea 
law suite. Apply Room 925, 51 Chambers Street, 
New York City. 


sts Young man, age 32, with 
P osition Want twelve 
in accounting, desires position in a Public Accountant’s 
office where experience will help him to enter the 
profession. Has sufficient practical knowledge and 
experience to enable him to be a valuab!'e assistant. 
References. 


H. L.-277, c/o Journal of / ccountancy 


WANTED 


Certified Public Accountants 


Audit Company of the South 
Hurt Building Atlanta, Ga. 


on0 Young man, 27, with 
Position Wanted ot 
general accounting, desires a position in a C. P. A.’s 
office where experience will help him to enter the 
profession. Has sufficient practical knowledge and 
experience to enable him to be a valuable assistant. 


References. 
[B. J.-281, c/o Journal of Accountancy. 


Commercial Teachers Wanted 


We have some exceptional positions for skilled 
teachers of commercial branches. Send for folder 
explaining how we accomplish results. 


THE UNION TEACHERS’ BUREAU 
Established 1877 
Evening Post Building, 20 Vesey Street, New York 


° Desires Position with 
pleted a course in Accountancy and Business Law with 
the International Accountants Society of Detroit, Mich. 
Have 7 years’ experience. Salary reasonable. Best 
References. Satisfaction guaranteed. 

J. S.-268, c/o Journal of Accountancy. 


Young progressive C. P. A. for position 
Wanted in Accountant’s office in middle west. 


Excellent opportunity for man with proper qualifica- 
tions with possibility of partnership arrangement !ater. 
In reply state age, education, experience, etc. 

P, D.-276, c/o Journal of Acceuntancy. 


Publisher’s Accountant, 
College Graduate now employed, desires 
permanent connection with a public accountant or 
publisher. Married. Age 28. apenas in maga- 
zine, newspaper, instalment book and advertising 
agency work, Willing to make small investment. 


_ A. B.-279, c/o Journal of Accountancy. 
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Principles 


By EARL A. SALIERS, PhD. 


University 


UST this 
200- e volume is the | 
first work of 


the kind on depreciation. 


formed a difficult task; fe 
covered the problems of depre 


ciation fully, 
is hard to use, presenting the 
subject so as to give an easily 
ing deprcriation as the ac- 
countant is conceny2d +vith them, 


The treatment follows these general 
It gives— 


3) All he 
iting actual depreciation charges, 
with dasraive problems worked out 


(b) depreciation as 
in valyations. 


relation to government supervision of 
business, with particular reference to 
the income tax- 


Look over the fx sowing outline of hapten: 


"RONALD PRESS CO., 20 


1-—Theery 


dustrial Plants 

Chapter IL Analysis of Hydro- 


tion to Efficiency 

Pert Apslications 
Chapter VI. by Courts 
Commissions” 

Chapter. VII. The ineome 
Chapter VIII. in Valua- 

Chapter IX. Land in ‘Valuations 


Part Ii! -—Determining the Depreciation Charge 
Chapter of Deprecia- 


| Chapter Line 


Chapter XII. Ths Balance 
Method 


Chapter XIII. The © Siuking. Fond 

Method 

Chapter XIV. The Unit Method 

Chapter XV. Tho Annual 
| Paymeat Method - 

Chapter XVI. Tho Unit Mathes. 


Appendix 


Chapter XVII 


Chapter XVIII. Bibbogaphy 
1915. pages. 
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Summer Study for J Jun ors = 


Summer affords the best study 
tunity for the Junior Accountant. 
Every minute of his available time 
should be used for imprevement. 


Pace Extension Study in Accountancy was. 
devised primarily for Junior Accoantants—_ 
young men who need professional training, 
who desire the C. P. A. degree, but whose 
irregular hours, heavy work in January and 
February, and out-of-town engagements in- 
terfere with class lectures. 


Classroom work is brougit to the ae by Extension — 
wherever his work may cad him: He may utilize 
every available minute during tae entive year; and 
when his work permits, he may transfer with credits 
to any one of thirty Reside xt “chools. 


It’s different, entirely different, from ordinary « 
school instruction. Practicing accomtaats a lawyers who 
give Resident School instruction teach each student in an 


intimate, personal way. 


at nominal coct and without further liability. Sacha ‘est will 
give you more real understanding than ye.: can obtai: in any 
the first step. Can you do it ? aD 


Details of Pace Stand- 
ardized Courses in Accountancy, Law, Business Administratioa, 2st Account- 
Fundamentals of Accountancy, and English a: given in Resident 


Pace Standardized Courses in Accountancy, Business 
tion, and English, in Residence and by Extension ‘ 
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